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Preliminary Statement 

The decision of the Tax Court in this case was ren- 
dered by Judge Darrell D. Wiles. His opinion is reported at 

Tax Court Memorandum Decisions 1974-237 , Commerce Clearing 

• « 

House 33 TCM 1045, Prentice Hall Memo TC TI74237. 

Issue Presented for Review 


Whether tivi Tax Court erred in holding that the 






Appellants, Irwin C. Guild ("Guild") and Bernice Guild real¬ 
ized ordinary taxable income on the purchase by Guild of 
6500 shares of Jonathan Logan, Inc. common stock in 1967 pur¬ 
suant to the terms of a settlement agreement between them. 

The Appeal 

Appellants Irwin C. Guild and Bernice Guild appeal 
to this Court from the decision of the Tax Court determining 
a deficiency in income taxes to be due from appellants for 
the year 1967. 

The Tax Court held that Guild’s purchase of 6500 
shares of Jonathan Logan, Inc. ("Logan") common stock resulted 
in his realization of ordinary income (equal to the difference 
between the fair market value of 6500 shares of Logan stock 

a 

and the price which Guild paid for such shares) because (a) 
the Logan stock was not transferred to Guild pursuant to an 
exercise of a statutory stock option since he had no such op¬ 
tion to exercise, and (b) that even if Guild had such an op¬ 
tion he failed to exercise it in the manner prescribed in 
Section 1.421-l(e), Income Tax Regs. 

The Tctx Court was wrong in both of these conclusions 

The Facts 

1. Irwin C. Guild and Bernice Guild are husband 
and wife residing at New York, New York. Their Federal income 
tax return for the calendar year 1967 was prepared and filed 
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under the cash receipts and disbursements method with the 
District Director of Internal Revenue, New York, New York 
(Stipulation, Paragraph 1). 

2. Logan is a corporation organized under the laws 
of the State of Delaware. Its principal place of business 

is 3901 Liberty Avenue, North Bergen, New Jersey 07047. 

Logan's Federal income tax return for the calendar year 1967 
was filed with the District Director of Internal Revenue for 
the District of Newark at Newark, New Jersey (Stipulation, 
Paragraph 2). 

3. Prior to September 24, 1963 Guild had been en¬ 
gaged as the president of a division of one of Logan's com¬ 
petitors. (App. p. 127a). In September 1963, Guild was induced 
to go to work for Logan and on September 24, 1963, entered in¬ 
to an employment agreement and commenced his employment with 
Logan. (Stipulation, Paragraph 3). The employment agreement 
was executed in New York City and Guild's services for Logan 
were performed there. (App. p. 131a). 

4. By the terms of Guild's employment agreement 
(Joint Exhibit 2-B; hereafter the Employment Agreement) he was 
engaged as Executive Sales Manager of the R ft K Originals 
Division of Logan. The provisions of the Employment Agreement 
which are material to the issues in this case are as follows: 

"2. The term of this agreement shall be for 
two years and four months from September 1, 1963 to 
December 31, 1965, subject to earlier termination 







by us in the event of your death or inability to 
perforin the services required hereunder due to phys¬ 
ical disability. Neither the term of this agreement 
nor the exercise dates of the stock option hereinafter 
referred to shall be affected by the facts that cer¬ 
tain portions of said option are exercisable only 
after the expiration date of this agreement, it being 
intended that such portions of the option shall be 
exercisable by Irwin C. Guild if you continue in the 
employ of the Company after the expiration date of 
this agreement. 

3. Your compensation for the services to be 
performed hereunder shall be a salary at the rate 
of $30,000 per annum. In addition, you shall re¬ 
ceive an expense allowance of $25,000 per annum, 
for which you shall not be required to account to 
the Company. Said salary and expense allowance 
shall be payable in such installments or at such 
times as is customary for executive personnel of the 
Company. 

As a further inducement to enter into the em¬ 
ployment of the Company we agree to and hereby do 
grant to you, a restricted stock option for the pur¬ 
chase of 25,000 shares of the common stock of the 
Company. Such option shall be in the form and upon 
the terms and conditions set forth in Exhibit A an¬ 
nexed hereto. 

4 # *** 

5. *** 

6 . *** • 

7 . *** 

8 ! *** 

9. This agreement constitutes our entire under¬ 
standing and may not be amended, terminated or dis¬ 
charged orally." 

5. Exhibit A referred to in the Employment Agree¬ 
ment was the form of stock option agreement, which, dated 
September 24, 1963 was entered into simultanoous * with the 
Employment Agreement. By the terms thereof (hereafter the 
Stock Option Agreement) Logan granted to Guild options to 
purchase 25,000 shares of its common stock at $15.46 per 
share. (Joint Exhibit 3-C). 
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The stock options so granted by Logan to Guild 
were, when granted, "Restricted Stock Option(s)" within the 
meaning of Section 421 of the Internal Revenue Code of 1954 
(hereafter the "Code") as such Section existed prior to the 
amendment on February 26, 1964 of Part II of Subchapter D 
of Chapter 1 of the Code by public law 88-272, Section 221(a) 
(Stipulation, Paragraph 5) and were "Restricted Stock Op- 
tion(s)" within the meaning of Section 424(b) of the Code as 
thereafter in effect. 

6. In respects material to this case, the Stock 
Option Agreement contained the following provisions: 

"September 24, 1963 

• 

Mr. Irwin C. Guild 

19 East 33 Street • 

New York, New York 

Dear Mr. Guild: 

Pursuant to and in consideration of your entering 
into an employment agreement with us this day to act as 
Executive Sales Manager of our R & K Division, the under¬ 
signed, Jonathan Logan, Inc., a Delaware corporation, herein¬ 
after called the "Company", has this day granted to you an 
option to purchase the number of shares of its Common Stock 
as set forth below, subject to and upon the terms and condi¬ 
tions hereinafter stated. The terms and conditions of said 
option and its exercise are as follows: 

1* Number of Shares : The number of shares subject 
to this option is twenty-five thousand shares. 

2. Option Price : The option price per share is 
eighty-five percent (85%) of the higuest price per share on 
the New York Stock Exchange on September 24, 1963. 

3. Expiration Date : 3:00 p.m. (New York City 
time) on September 24, 1968. 
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4. Exercise Period and Conditions of T '^hts of 
Exercise ; Provided that at the time of exercise you are em¬ 
ployed by the Company or a subsidiary of the Company, this 
option may be exercised as follows: 

(a) During the period of twelve (12) months from 
the date hereof, this option may not be exercised to any ex¬ 
tent. 

(b) During the period commencing twelve (12) months 
from the date hereof and continuing until the expiration date 
of the option, this option may be exercised from time to time 
to the extent of 10,000 shares. 

(c) During the period commencing April 1, 1965 and 
continuing until the expiration date of the option, this op¬ 
tion may be exercised from time to time to the extent of an 
additional 5000 shares upon the condition that that [sic] the 
"Gross Sales" and the "Net Profit" of the R & K Division for 
the 12 months period ending December 31, 1964 shall each have 
exceeded the "Gross Sales" and "Net Profit", respectively of 
the R & K Division for the 12 months period ending December 
31, 1963 by at least 5%. If said Gross Sales and Net Profit 
for the 12 months period ending December 31, 1964 shall not 
each exceed the Gross Sales and Net Profit for the 12 months 
period ending December 31, 1963, by at least 5%, then this 
option shall, ipso facto terminate as to said 5000 shares, and 
shall at no time be exercisable by you with respect thereto. 

During the period commencing April 1, 1966 and con¬ 
tinuing until the expiration date of the option, this option 
may be exercised from time to time to the extent of an addi¬ 
tional 500C shares upon the condition that that [sic] the 
"Gross Sales" and the "Net Profit" of the R & K Division for 
the 12 months period ending December 31, 1965 shall each have 
exceeded the "Gross Sales" and the "Net Profit", respectively 
of the R & K Division for the 12 months period ending December 
31, 1963 by at least 15%. If said Gross Sales and Net Profit 
for the twelve months period ending December 31, 1965 shall 
not each exceed the Gross Sales and Net Profit for the 12 
months period ending December 31, 1963 by at least 15% then 
this option shall, ipso facto terminate as to said 5000 
shares, and shall at no time be exercisable by you with re¬ 
spect thereto. 

During the period commencing April 1, 1967 and con¬ 
tinuing until the expiration date of the option, this option 
may be exercised fror. time to time to the extent, of an addi¬ 
tional 5000 shares upon the condition that that [sic] the 
"Gross Sales" and the "Net Profit" of the R & ’ Division for 
the 12 months period ending December 31, 1966 shall each have 











exceeded the "Gross Sales" and the "Net Profit", respectively 
of the R & K Division for the 12 months period ending December 
31, 1963 by at least 25%. If said Gross Sales and Net Profi* 
for the 12 months period ending December 31, 1966 shall not 
exceed the Gross Sales and Net Profit for the 12 months period 
ending December 31, 1963 by at least 25% then this option 
shall, ipso facto terminate as to said 5000 shares, and shall 
at no time be exercisable by you with respect thereto. 

As used in this agreement with respect to the years 
ending December 31, 1964, December 31, 1965 and December 31, 

1966 the terms "Gross Sales" and "Net Profit" shall mean the 
gross sales and net profit before income taxes, respectively 
of the R & K Division, as determined by the auditors for the 
Company and included in the certified Consolidated Statement 
of Income of the Company which forms a part of the Annual Re¬ 
port to Stockholders for each of said years. Gross Sales and 
Net Profit of the R & K Division shall include not only sales 
and profit from the manufacture and sale of the line of misses' 
dresses currently produced by the Division, but also sales 
and profit from the manufacture of any other line of apparel 
which may hereafter be undertaken by the Division. 

* * * 

All determination by the auditors for the Company 
of Gross Sales and "Net Profit" shall be binding and conclu¬ 
sive upon all parties hereto. 

5. Termination of Employment and Death : If your em¬ 
ployment by the Company or subsidiary terminates, this option 
shall cease for all purposes, except that if such termination 
shall occur during the Exercise Period, this option may there¬ 
after be exercised (to the extent to which it was exercisable 
at the time of such termination) during a period of three (3) 
months from the date of such termination, but not, in any event, 
later than the Expiration Date; provided that if during the 
Exercise Period (i) your employment is terminated by death or 
(ii) your employment terminates and death occurs within three 
(3) monthi.' thereafter, this option may thereafter be exercised 
(to the extent to which it was exercisable at the time of your 
death) during a period of six (6) months after your death, but 
not, in any event, later than the Expiration Date. Notwith¬ 
standing the foregoing provisions, if your employment is ter¬ 
minated for cause, all of your rights hereunder shall expire 
immediately upon such termination." 
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6. Manner of exercise : Should you desire to 
exercise your option to purchase any of the shares which 
at the time you are entitled to purchase hereunder, you 
shall give written notice of such election to the Company 

. . . specifying the number of shares to be purchased which 
notice shall be accompanied by payment to the Company in 
cash (or certified or bank cashier's check) of the purchase 
price for the number of shares being purchased. At the same 
time, you shall represent and agree with the Company that you 
are acquiring the shares for investment purposes. The Com¬ 
pany shall not be obligated to deliver any shares until they 
have been listed upon each Stock Exchange . . . and not until 
there has been compliance with such laws and regulations as 
the Company may deem applicable . . . .Before issuing any 
shares upon exercise, the Company may require you to furnish 
a written representation that you are acquiring the shares 
for investment and not for distribution. 

(Joint Exhibit 3-C) 

7. The Stock Option Agreement contained the follow¬ 
ing subscription signed by Guild: 

"I hereby agree to hold for investment any 
shares acquired hereunder. I accept this option subject to 
all the terms and conditions set forth herein. 


Irwin C. Guild 
Irwin C. Guild" 


(Joint Exhibit 3-C) 

8. The "gross sales" and "net profit" of the R & 

K Division of Logan for each of the twelve month periods end¬ 
ing December 31, 1964, December 31, 1965 and December 31, 1966 
exceeded the requirements applicable thereto which were speci¬ 
fied in Section •. of the Stock Option Agreement. (Stipulation, 
Paragraph 14). 

9. Guild exercised his rights with respect to the 


10,000 shares to which Section 4(b) of the Stock Option Agree 
ment was applicable, and there is no issue between any of the 






parties to this consolidated case with respect to the tax 
consequences to Guild or Logan arising from such exercise. 
(Stipulation, Paragraph 6). 

In payment for such shares Guild tendered to Logan 
and Logan accepted Guild's uncertified check for $154,600. 

(Guild Exhibit 16). Guild does not recollect that he was 
ever required by Logan to give written notice of his inten¬ 
tion to effect such exercise. (App. p. 135a). 

10. Guild's employment by Logan continued from its 
inception until terminated by Logan by a notice addressed to 
him on November 23, 1964, stated to be effective as of November 
10, 1964. (Stipulation, Paragraph 7; Joint Exhibit 4-D). 

11. Guild's discharge occurred on or about November 
10 without prior notice to him. App. p. 130a). Guild there¬ 
upon arranged to meet with Richard Schwartz, Logan's President, 
and at such meetii.g demanded of Mr. Schwartz that Logan trans¬ 
fer to him the 15,000 shares of Logan's common stock which re¬ 
mained subject to his option. Guild was at all times ready, 
willing and able to pay the option price of $15.46 a share for 
the $15,000 shares which he was demanding, (App. p. 132a), and 
in fact, had a blank check in his pocket which he was prepared 
to fill out, sign and deliver to Logan. App. p. 137a). Guild's 
demand was rejected by Richard Schwartz who told Guild that 

he would get nothing from Logan and that he would have to sue 
Logan to enforce his rights. (App. p. 136a). 

On various occasions subsequent to his discharge in 








November, 1964 and continuing at least until January 15, 1965 
Guild repeated his demands to Mr. Richard Schwartz. All such 
demands were rejected. (App. p. 133a). 

12. During the calendar year 1964 Guild received 

V* * 

from Logan salary amounting to $26,538.32 and an expense al¬ 
lowance of $22,864.93. (Stipulation, Paragraph 7). 

13. On January 15, 1965, Guild commenced a civil 
action against Logan in the United States District Court for 
the Southern District of New York. Subsequently, by agree¬ 
ment of counsel for Guild and for Logan, such action was dis¬ 
missed without prejudice to either party and simultaneously, 
on or about April 15, 1965, a new action was instituted by 
Guild against Logan in the Supreme Court of the State of New 
York for the County of New York. (Index No. 16223/1965), 
(Joint Exhibit 6-F). In all material respects the complaint 
in the New York Supreme Court action was identical with the 
complaint in the Federal Court action. (Stipulation, Para¬ 
graph 9) . 

14. Guild's complaint alleged his entitlement to 
salary at the rate of $55,000 per annum (notwithstanding chat 
the Employment Agreement specified a salary of $30,000 per 
annum and an expense allowance of $25,000). In addition 
thereto, the complaint alleged that Logan was required to 
provide Guild with other prerequisites, such as cash allow¬ 
ances, use of an automobile and the servicing and maintenance 
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thereof# unlimited credit card facilities, health insurance 
and trips to foreign countries. The complaint alleged that 
by reason of the wrongful termination of Guild's employment 
prior to the expiration of its term which was specified to 
be December 31, 1965, Guild had sustained damages aggregating 
$79,133.84, as follows: 

"Salary $62,639.00 

Cash Expense Allowance 3,410.00 

Automobile 4,100.00 

Credit Card (personal use) 2,733.00 

Trips abroad 6,000.00 

Health insurance 251.84" 

The complaint also sought a decree directing Logan 
to permit Guild to exercise his option as to the 15,000 shares 
of Logan's common stock, or in the alternative, damages repre¬ 
senting the reasonable value of the options with respect to 
such 15,000 shares. (Joint Exhibit 6-F). 

15. Logan answered to the complaint and, in general 
alleged that Guild had been discharged for cause. As separate 
defenses to the complaint, Logan asserted that insofar as the 
complaint sought damages for salary in excess of the contract 
rate of $30,000 per annum, for a fixed cash expense allowance, 
automobile use, and other fringe benefits, such claims were 
barred by the statute of frauds and by the parol evidence rule 
(Joint Exhibit 7-G) ." 




16. On or about November 20, 1967, Guild's action 
against Logan was settled. (Stipulation, Paragraph 12). In 
connection with such settlement the parties executed and ex¬ 
changed a stipulation of discontinuance and general releases, 
(Joint Exhibits 10-J, 11-K and 12-L) and a settlement agree¬ 
ment in the form of a letter dated November 20, 1967, (Joint 
Exhibit 13-M; the "Settlement Agreement"). 

17. Pursuant to the Settlement Agreement,, Guild 

received certificates for 6500 shares of Logan's common 
stock and paid to Logan $100,490. (Stipulation, Paragraph 
13) . 

18. By the Settlement Agreement Logan acknowledged 
Guild's attempt to exercise his option with respect to the 
15,000 shares which continued to be subject to the Stock Op¬ 
tion Agreement and recognized Guild's right as to 6500 shares 
of Logan's common stock "upon the terms and conditions of the 
option". (Joint Exhibit 13-M). 

19. The 6500 shares of Logan's common stock which 
were delivered to Guild were issued against Logan's treasury 
stock, (Guild Exhibit 14), and were recorded in Logan's books 
as having been issued upon the exercise of stock options, 
(Guild Exhibit 15). 

20. After being discharged by Logan, Guild obtained 
employment from L'Aiglon Apparel, Inc. which employment 




commenced on or about January 1, 1965. During the calendar 
year 1965 Guild received compensation from L'Aiglon Apparel, 
Inc. in the amount of $46,209.37, (Stipulation, Paragraph 15) 
and the free use of a 1965 Cadillac (page 8 of Exhibit D 
annexed to Joint Exhibit 9-1). 

21. In connection with Guild's actions against 
Logan, he had entered with his then counsel into a contingent 
retainer agreement. On the settlement of Guild's action 
against Logan, such counsel became entitled under such agree¬ 
ment to receive from Guild 388 shares of Logan's common stock 
out of the 6500 shares received by Guild upon the payment by 
such counsel to Guild of $5,999.48. On or about November-30, 
1967 Guild assigned and delivered to such counsel certificate 

• for 388 shares of Logan's common stock for which he was paid 
by such counsel the sum of $5,999.48. 

The fair market value of 388 shares of Logan common 
stock at the time of delivery thereof to Guild's counsel was 
$57 per share, or an aggregate of $22,116. (Stipulation, 
Paragraph 17). 

22. The fair market value of Logan's common stock 
on November 20, 1967 was $54.50 per share. (Stipulation, 


Paragraph 18). 




Appellants' Argument 

I 

THE 6500 SHARES OF LOGAN'S COMMON STOCK 
WERE RECEIVED BY GUILD PURSUANT TO THE 
_ STOCK OPTION AGREEMENT _ 

A. 

The Tax Court reasoned that at the time of the 
Guild's discharge in November, 1964, there were no options 
available for exercise since the next exercise period would 
first commence on April 1, 1965 and that the settlement agree¬ 
ment used the medium of a bargain stock sale as compensation 
to Guild "for damages arising out of the breach of his entire 
employment agreement of which the stock option was a part." 

We submit that the Tax Court was wrong in its con¬ 
clusions. The starting point of the Tax Court's position is 
to be found in Section 5 of the Stock Option Agreement. The 
Tax Court read that section to mean that without regard to 
the manner in which Guild's employment was terminated he had 
no rights under the Stock Option Agreement if the termination 
of his employment occurred at any time prior to April 1, 1965. 

We believe that such a reading of the agreement is 
erroneous. The Stock Option Agreement makes it perfectly 
clear (a) that if Guild voluntarily terminated his employment 
prior to April 1, 1965, he would lose the options which accrued 
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in respect of his 1964 performance, and (b) that if his em¬ 
ployment were terminated for cause on or after such April 1, 

^i® right to exercise the options would also be lost* However, 
the agreemen t nowhere states that Logan could deprive Guild 
of his right to exercise his options by discharging him with¬ 
out cause p rior to April 1 . 

The contrary proposition is true. Logan was under 
a duty implied in the contract to do nothing to prevent Guild's 
rights from accruing. The hiatus in the Stock Option Agree¬ 
ment was merely in the drafting and not in the extent of 

Logan's obligation to Guild. The law of the State of New York 

« 

by which the contract was governed did not reguire that Logan 
be expressly precluded from depriving Guild of his option 
rights by wrongfully discharging him. The law is rather to 
the contrary, and we can do no better in this context than 
to set forth the immortal words of the late Justice Cardozo 
in Wood v. Duff-Gordon , 222 N.Y. 38, 90. 

"The law has outgrown its primitive 
state of formalism when the precise word 
was the sovereign talisman, and every slip 
was fatal. It takes a broader view to-day. 

A promise may oc lacking, and yet the whole 
writing may be 'instinct with an obligation .' 
imperfectly expressed (Scott. J.. in McCall 
Co. v. Wrigh t, 133 App. Div. 62; Moran v. 

Standard Oil Co. . 211 N.Y. 187, 198)1 If 
that is so, there is a contract." (Emphasis 
ours). 

We think that an illustration will make the point 
crystal clear. 
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Let us assume that Guild's employment was wrong¬ 
fully terminated by Logan on March 31, 1965 notwithstanding 
that his employment agreement (Joint Exhibit 2-B) specified 
a December 31, 1965 termination; that on or prior to March 
31, 1965, Logan's auditors had certified that Logan's gross 
sales and net profit for the year ending December 31, 1964 
had increased not by 5% as required by the Stock Option 
Agreement but by 500%. Under the facts of the hypothetical, 
could it seriously be contended that Guild had agreed that 
he, under such circumstances, should have no right to any of 
the Logan shares because he had failed to survive as a Logan 
employee for one more day. 

It might be urged that, under the facts of the hypo¬ 
thetical, Guild would have an action for damages, but since 
the damages could not be measured^ the case would be one 


(1) Damages would have to compensate the plaintiff for the 
loss of his opportunity to derive capital gain treatment 
of his profit on the sale of the shares. Such treatment 
is obtainable only if no sale of the stock received pur¬ 
suant to the exercise of the option is made within two 
years of t.ie grant of the option nor within six months 
of the transfer of the shares to the optionees. I.R.C. 
Section 424. In order to determine the plaintiff's damage 
the Court would therefore have to determine at what point 
in time and at what price the plaintiff would have sold 
the shares if he had received them and whether the require 
ments of Section 424 would then have been satisfied. 

Having determined what net profit the plaintiff would have 
made, then, assuming that the requirement of Section 424 
would have been satisfied had the plaintiff received the 
shares in the first place, the Court would have to take 
account of the fact that a money judgment would be taxed 







justifying a determination that the option was exercisable 
at the time of the discharge and that the stock ought to be 
awarded if an attempt to exercise the option had been season¬ 
ably made after the discharge. 

The outcome in this case should be no different 
because Guild was discharged in November, 1964. The facts 
are, as the parties have stipulated, that the earning stand¬ 
ards set forth in the Stock Option Agreement were met, not 
alone for 1964, but for all of the years covered by the Stock 
Option Agreement. - 

The question then remains whether Guild was wrong¬ 
fully discharged. The Court below said that it had not been 
established that he was. In so holding, the Tax Court ig¬ 
nored the convincing evidence in the case to the contrary - 
the only evidence bearing on the issue. The proof that Guild 
was wrongfully discharged is to be found in the Settlement 
Agreement itself and in the substance of the settlement. 

The text of the Settlement Agreement is short and 
it bears repetition at this point: 




(1) Footnote continued. 

as ordinary income to the plaintiff ( Rank v. United States , 
345 F.2d 337 (1965); Donald K. Kunsman , 49 T.C. 62 (1967) 
and enter upon the never ending chain of calculations to 
determine the amount which, taxed to the plaintiff at 
ordinary income rates, would net him the after capital 
gains tax profit he would have enjoyed but- for th€i dis¬ 
charge. And if, perchance, the action were concluded 
within two years of the grant of the option, how could 
damages be calculated? 
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"November 20, 1967 


Mr. Irwin C. Guild .. -_..... :__ _ 

139 East 33 Street 
New York, New York 

Dear Mr. Guild: 

You will recall that on or about September 24, 
1963, we granted to you an option to purchase 25,000 shares 
of our common stock. You exercised the option with respect 
to 10,000 shares, for which you paid the option purchase 
price of $15.46 per share and received the stock. You at¬ 
tempted further to exercise the option with respect to the 
remaining 15,000 shares, but your right to do so was ques¬ 
tioned by us. 

We do hereby recognize your right to 6,500 shares 
of our stock upon the terms and conditions of the option. 

You are delivering to us simultaneously with the execution 
hereof, the sum of $100,490, in full payment of said shares. 

We shall cause our transfer agent to issue to you, 
forthwith, stock certificates representing 6,500 shares of 
our common stock and shall deliver same to your attorneys, 
Epstein & Furman, Esqs., 261 Madison Avenue, New York, New 
York. 


Very truly yours, 
JONATHAN LOGAN, INC. 


‘ By: Richard J. Schwartz 
President 


The above is acceptea 
and agreed to: 


Irwin C. Guild _ 

Irwin C. Guild" 

For all its brevity the Settlement Agreement is 
pregnant with meaning. It makes it clear that the parties 
are referring to the Stock Option Agreement, (Joint Exhibit 
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3-C), which underlies this case and that what was being 
settled were Guild's rights thereunder. It confirms Guild's 
testimony of his efforts to exercise his option and the re¬ 
jection by Logan of such exercise. Lastly, and most signifi¬ 
cantly, the Settlement Agreement establishes that Guild was 
wrongfully discharged by Logan. The fact of such wrongful 
discharge is established by Logan's recognition* of Guild's 
entitlement to the 6500 shares of Logan's stock " upon the 
terms and conditions of the option ". If Guild had been dis¬ 
charged for cause he could not have had any rights to Logan's 
stock "upon the terms and conditions of the option" for Section 
5 of the Stock Option Agreement specified that if Guild's em¬ 
ployment were terminated for cause, all of his rights were to 
expire immediately upon such termination. To put it other¬ 
wise, shares of Logan's stock were subject to Guild's option 
after termination of employment only if such termination were 
not for cause, and the concession by Logan that its shares 
were subject to Guild's option constitutes a nclusive ad¬ 
mission by Logan that its discharge of Guild was without 
justification and that he retained his option rights. 

The substance of the Settlement Agreement demon¬ 
strates that Guild's claim which Logan recognized was 
that he had beer, wrongfully discharged and tnus deprived of 
his option rights. This Court has the right to determine 
which of Guild's claims were given effect by the settlement. 


Footnote appears on Page 19(a). 
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The word "recognize" is defined in Webster's 
Third New International Dictionary as follows: 

"4: to acknowledge in some definite way: take 
notice of: as ... c: to admit the fact or existence 
of (recognized the obligation). . ." 

"Recognize" imports cognition of an existing 
state of facts (in this case, Guild's rights under 
the Stock Option Agreement). The Commissioner of 
Internal Revenue and Logan are attempting to have 
the word import the creation of a new condition or 
state of facts to give the sentence in which it was 
used the meaning: "We hereby grant (or award) you 
a right, which you never had before , to 6500 shares 
of Logan stock". 

The Tax Court was guilty of the same error, 
saying: "Although after long negotiations Logan 
allowed Guild to purchase 6500 shares of stock at 
the option price, we do not view this fact as an 
admission by Logan that Guild could have exercised 
his option in November, 1964." 


Compare George "Eislef , 59 T.C. 634 (1973). Thus, while. .Guild 
asserted several claims against Logan, the only claim recog¬ 
nized by the Settlement Agreement - substantially as well 
as by the language of the document - was Guild's claim of a 
right to receive Logan stock under the Stock Option Agreement. 

It requires very little study to reach the conclu¬ 
sion that none of the money claims which Guild asserted in 

his complaint were given any value in the settlement of the 

« 

litigation for either the claims had no legal foundation at 
the outset (as Logan recognized, see Joint Exhibits 8-H and 
9-1) or evaporated in the course of the year 1965 as a con¬ 
sequence of the receipt by Guild of as much or more from his 
new employer as he would '>ave been entitled to receive from 
Logan. 

The money damages sought by Guild for breach of his 
Employment Contract were specified in his complaint as follows 

(a) Salary (1) $62,639.00 

(b) Cash Expense Allowance 3,410.00 

(c) Automobile 4,100.00 

(d) Credit card (personal use) 2,733.00 

(e) Trips abroad 6,000.00 

(1) Guild's complaint alleged that his salary was at the 
agreed rate of $55,000 per annum notwithstanding that 
the Employment Agreement, Joint Exhibit 2-B, specified 
salary of $30,000 per annum and a non-accountable ex¬ 
pense allowance of $25,000 per annum. 




» % 


(f) Health insurance • $ 251.84 

$79,133.8 4 

■BKBBaBBS a 

After being discharged by Logan, Guild received in 
1965 from L'Aiglon Apparel, Inc., his new employer, compensa¬ 
tion in the amount of $46,209.37 and the use without charge 
of a 1965 Cadillac 2) 

Of Guild's specified items of money damages, the 
cash expense allowance, the credit card, the trips abroad and 
the health insurance were not recoverable under the law of 
New York since Paragraph 9 of the Employment Agreement speci¬ 
fied that the Agreement constituted the entire understanding 
of the parties and that it could not be amended orally and 
no provision therein required Logan to provide such fringe 
benefits to Guild. Bethlehem Steel Co. v. Turner Const. Co. , 

2 N.Y.2d 456, 141 N.E.2d 590 (1957); Englehorn v. Reitlinger , 
122 N.Y. 76 (1890); Laskey v. Rubel Corp. , 303 N.Y. 69, 100 
N.E.2d 140 (1951), and the Statute of Frauds. (Section 5-701, 
McKinneys General Obligations Law). 

So much of the salary claim of $62,639 as consisted 
of the expense allowance specified in the Employment Agreement 


(2) The use without charge of the 1965 Cadillac which was 
provided to Guild by L'Aiglon Apparel, Inc. is assumed 
to have had at least the $4,100 value to Guild which he 
assigned to the use without charge of the 1964 Cadillac 
provided to him by Logan. 
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(at least $25,000 for 1965) was also not recoverable under 
the applicable New York lav, Crabtree v. Elizabeth Arden 
Sales Ccrp . (Supreme Court N.Y. Co., 1951) 105 N.Y.S.2d 40 
(not officially reported), aff'd without opinion , (1st Dept., 
1952) 279 App. Div. 992, 112 N.Y.S.2d 494 aff'd , (1953) 305 
N.Y. 48, 110 N.E.2d 551. 

There is no question but that Logan comprehended 
the law of the State of New York to be as above stated (Joint 
Exhibit 9-1, p. 24 et seq. ). Thus, after the unallowable 
claims are pared, it is evident that Guild had sustained no 
damage as a consequence of Logan's breach of the Employment 
Agreement for by the date of the settlement it had been es¬ 
tablished that the compensation which Guild had received for 
the year 1965 from L'Aiglon Apparel, Inc. exceeded that which 

. I 

he would have earned had Logan permitted him to work until the 
specified termination of his term of employment on December 
31, 1965. The foregoing conclusion follows from the settled 
law of the State of New York which i^ to the effect that an 
employee's damage for wrongful discharge is measured by the 
wages which would have been payable during the remainder of 
the term of his employment, reduced by the income which the 
discharged employee had earned during the unexpired term, 
Hollwedel v. Duffy-Mott Co. (1934) 263 N.Y. 95, 188 N.E. 266, 

9 Encyclopedia, New York Law (Damages) , Section 537, p. 571. 

In any event, quite apart from the Settlement 




Agreement which makes it clear that the parties were con¬ 
cerning themselves only with Guild's right under the Stock 
Option Agreement, it is obvious that Logan was not settling 
a claim which at best would have amounted to less than 
$30,000. by the transfer to Guild of property which 
might yield him up to a quarter of a million dollars in 
excess of the amount which Guild was being called upon to 
pay for it. 

Having, we believe, established that Guild's dis¬ 
charge in November 1964 did net deprive him of his option 

right, it remains to be determined whether or not he season¬ 
ably exercised such option. 

Under regu]* -ions, Section 1.421-1(e) an option is 

% 

excercised when the optionee accepts the offer to sell con¬ 
tained in the option. The time of the actual transfer to him 
of the stock to which he became entitled through such exercise 
has no significance in the application of Section 421(a) of 
the Code, Revenue Ruling 70-335 , I.R.B. 1970-26 p. 15, 1970-1 
C.B. 111. It is therefore of no moment that actual transfer 
of the Logan stock to Guild was delayed by Logan, if it is 

(3) Even if all of Guild's claims for damages for breach 
o£ th 2 Employment Agreement were allowed, his maximum 
recovery would have been the difference between the 
$79,133.34 which he claimed and the $50,309.37 which 
he received from L'Aiglon Apparel, Inc. (i.e. $46,209.37 
of compensation plus $4,100 as the value of the free use 
of the 1965 Cadillac). 








found that the exercise of the option by Guild satisfied the 

(4 \ 

requirements of Sections 421(a) and 424(a) of the Code. 

The uncontroverted evidence in the case is that 
after being discharged by Logan on or about November 10, 1964, 
Guild repeatedly demanded of Logan that the 15,000 share bal¬ 
ance of Logan stock which remained subject to his option, and 
for which he was then ready, willing and able to pay, be trans¬ 
ferred to him. Since Guild did as much as it was within his 
power to do to obtain the shares by demanding them of Logan 1 s 
President and simultaneously offering and having the ability 
to pay the specified option price for them, he "exercised" 
his option within the meaning of Sections 421(a) and 424(a) 
of the Code. 

In holding that the option had not been exercised 
the Tax Court relied upon the facts that Guild had not tendered 
certified funds and had given to Logan no written notice of 
exercise of his option. The Tax Court, however, completely 
ignored Logan's admission that Guild had attempted to exercise 
the option and that Logan had not contested the validity of 
Guild's attempted exercise but only his right to the stock. 

1 

(4) The time of transfer of the stock to the optionee is sig¬ 
nificant only in respect to the optionee's satisfaction 
of the holding period requirement expressed in Section 
424 (a) (1) of the Code. 

(5) "You attempted further to exercise the option . . ., but 
your right to do so was questioned by us." (Joint Exnibit 
13-M) 
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Moreover, the law c'oes not impose upon one the duty to perform 
futile gestures as the basis for the assertion of a right 
( Hawes v. Oakland , 104 U.S. 450), and in view of the action 
of Richard Schwartz, Logan's President, in categorically re¬ 
fusing to recognize that Guild had any rights, it would have 
been an act of sheer futility on Guild's part to have tendered 
a written notice and certified funds.In any event, as the 
evidence established, Logan, on Guild's prior exercise of his 
option as to 10,000 shares of Logan's common stock, had ac¬ 
cepted Guild's uncertified check (Guild Ex. 16) and had not 
insisted upon the requirement that the exercise of option be 
evidenced by a formal written notice, (App. p. 135a). 


B. 

Appellant's contend that regardless of whether in 
the period November 10, 1964 through January 15, 1965 (when 
Guild's federal court action was commenced) Guild then had 
or did not have the right under the Stock Option Agreement 
to exercise an option in respect of some or all of the re¬ 
maining 15,000 shares of Logan's stock, the fact of the matter 
is that Guild did attempt such an exercise which was in fact 
recognized and given effect by Logan on the subsequent settlement. 


(6) Guild's investment representation, if one was required, 

was subscribed at the foot of the Stock Option Agreement. 



4 



The language of the Settlement Agreement ("You attempted how¬ 
ever to exercise the option with respect to the remain ng 
15,000 shares but your right to do so was questioned by us. 
flWe do hereby recognize your right to 6*00 shares of our 
stock upon the terms and conditions of the option.") and the 
treatment accorded to the issuance of the 6500 shares in 
Logan's records (snowing such shares to have been issued "up¬ 
on (the) exercise of stock options" (Ex. 16)) establish as a 
fact that Guild's attempts to exercise his option in the lat¬ 
ter part of 1964 %nd in the first half of January, 1965 were 
recognized and given effect by Logan. It is immaterial that 
the exercise of option thus given effect &nd recognition may 
have occurred at a date earlier than that which the Stock 
Option Agreement specified, for under Section 425(h)(3)(C) 
of the Code the acceleration of the time at which an option 
may be exercised is not a modification which Section 425(h) 

(1) of the Code requires to be considered as the grant of a 
new option. 

Revenue Ruling 70-94 (1970-1 C.B. 112) is precisely 
in point. The ruling postulates the following facts: 

An option is exercisable in five equal annual in- 

f .LI-** ** 

stallments beginning on the first anniversary of the date of 
the grant; to the extent an installment is not exercised by 
the optionee on the applicable date, the shares not purchased 
accumulate and may be purchased at any time prior to tne 
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expiration of the option; if the optionee dies while in the 
corporation's employ or within three months after ret.rement, 
his estate may exercise the option within twelve months after 
his death, but only to the extent that the optionee was en¬ 
titled to exercise it immediately prior to his death; the 
option is amended to provide that in the event of the optionee's 
death while in the employ of the Company or within three months 
after retirement, his estate may exercise the option in full, 
even though the optionee, immediately prior to his death, 
could exercise only a portion of it. 

The holding of the ruling is that the amendment to 
the option was "an acceleration of the time at which a por¬ 
tion of the option may be exercised with respect to an exist¬ 
ing number of shares already subject to option, and is not a 
'modification' within the meaning of Section 425(h)(3) of the 
Code". 

There can be no question but that Guild and Logan 

were adverse parties who dealt with one another at arms 

length in developing the terms of the Settlement Agreement. 

Neither the respondent nor Logan has introduced any evidence 

(7) 

to the contrary, and they are, therefore, concluded by 

(7) Logan would, in any event, have been precluded by the 

parol evidence rule from offering oral testimony to vary 
or contradict the plain and unambiguous meaning of the 
Settlement Agreement. 
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the facts as established by the Settlement Agreement and 
Logan's treatment in its accounts of the issuance of the 6500 

shares to Guild, Dudley G. Seay , 58 T.C. 32 (1972). These facts 
establish the recognition by Logan of Guild's exercise of op¬ 
tion, and since the recognition of such exercise and giving 
effect thereto constitutes no more than an acceleration of 
the time of exercise and not a modification, such exercise 
satisfied the requirements of Sections 421(a) and 424(a) of 
the Code, so that as to 6112 shares of the 6500 shares re¬ 
ceived by Guild in November, 1967, the provisions of Section 
421(a) of the Code are applicable. 

Two simple illustrations will point up the validity 
of the position for which Guild is contending. 

1. Assume that Corporation C has granted Employee 
E a restricted stock option which satisfies the requirements 
of Section 424(b) of the Code, and that such option may not be 
exercised prior to April 1, 1965. Assume, further, that on 
March 15, 1965, E delivers to C written notice of exercise of 
his option and tenders his check in full payment for the number 
of shares which C's stock option plan would first make avail¬ 
able to E on April 1, 1965. No issue as to the prematurity of 
E's exercise of the option is raised by C, and upon C's receipt 
of E's notice of exercise of option and check, it acknowledges 
receipt of the notice and check, consents in writing to the ac¬ 
celeration of exercise, and transfers the shares to E. 
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We believe there is no question but that under 
Section 425(h(3)(C) there has been no modification of E's 
option; C has merely permitted the exercise date to be ac¬ 
celerated wherefore Section 421(a) applies and no income is 
realized by E on the transfer of the stock to him by C. 

2. The facts are the same as in illustration (1) 
except that C takes no action to transfer the shares to E un¬ 
til April 15, 1965. 

We believe that there would be no difference in 

result; that there has been no modification of E's option and 

\ 

that all that has happened is that C has permitted the exer¬ 
cise date to be accelerated. 

The legislative history of Section 425 (h) (3) (C) 
supports the foregoing conclusions. Thus, the Senate Report 
(Senate Report No. 830, 88th Cong., Second Session (1964), 1 
U.S. Code Congressional and Administrative News 1673 states 
(at p. 1766)) : 

". . .Second, your committee has provided that 
where an option under the terms under which it was 
granted is not immediately exercisable in full, the 
employer can permit the exercise date for any or all 
of the remaining installments of the options to be 
accelerated without this change being considered a 
'modification' which would require a new option price 
for the option for it to continue to constitute a 
qualified (or restricted) option. . ." (Emphasis 
ours). 


In short, it is Guild's position that acceleration 
may be accomplished retrospectively by the transferor corpo¬ 
ration recognizing and giving effect to what would otherwise 
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be the premature exercise of an option as well as by an amend¬ 
ment of the option which has prospective operation. 

Since, as we have previously observed, the tax as- 
* pects of the transaction in issue are determined by the time 

of Guild's exercise of option rather than by the time of 
Logan's transfer of stock, the Tact that Logan delayed for a 
period before, recognizing Guild's exercise of option is of no 

consequence. 

-•* II. 


IF GUILD REALIZED INCOME 
UPON RECEIPT OF THE LOGAN 
STOCK SUCH INCOME WAS 
WHOLLY OR IN MAJOR PART 
CAPITAL GAIN _ 

A. 

Under settled principles, the tax consequences 
which attach to Guild's receipt of the Logan stock are to be 
determined by reference to the nature of the claim in respect 
of which the settlement was made. Anchor Coupling Company v. 
United States , 427 F.2d 429, 433 (C.A.7), c rtiorari denied 
401 U.S. 908; Raytheon Production Corp. v. Commissioner , 144 
F.2d 110 (C.A.l), certiorari denied 323 U.S. 779; Estate of 
Mabel K. Carter , 35 T.C. 326 (1960), affirmed 298 F.2d 192 
(C.A.8); Revenue Ruling 67-33, 1967-2 C.B. 62. While Guild 
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asserted several claims against Logan, the only claim which 
was recognized by the settlement was Guild's claim of a right 
to receive Logan stock under the Stock Option Agreement. Com¬ 
pare George Eisler , 59 T.C. 634, (1973); Dudley G. Seay , 
supra . 

We have demonstrated that Guild's exercise of his 
option under the Stock Option Agreement could have been im¬ 
mediately recognized and given effect by Logan as a mere ac¬ 
celeration of Guild's option (Section 425(h)(3)(C) of the 
Code), so that under Section 421(a) of the Code no income would 
have been recognized on the transfer of the Logan stock to him. 
Uner the principle established by the Raytheon , Anchor Coupling 
and Carter cases, the result is the same notwithstanding that 
Logan's recognition of Guild's right was accomplished under 
the compulsion cf his lawsuit. 

B. 

If it be determined that Guild did not receive the 
Logan stock through the exercise of a restricted stock option, 
such a determination does not compel the conclusion that the 
respondent's determination was correct. There remains for con¬ 
sideration the issue of whether, under the circumstances of 
this case, Guild is not entitled to receive capital gain treat¬ 
ment of the spread b*-. I ween the market value of the Logan stock 
when he received it a. the option price which he paid. We 
believe that he is, as the analysis which follows will demon¬ 


strate . 





“Exclusive of the possibility that Guild received 
the Logan stock pursuant to the Stock Option Agreement (as we 
have heretofore contended), the remaining possibilities are 
that such stock was received in exchange for his option rights 
or as damages for Logan's interference with his rights to 
stock option property. 

Under Section 1234(a) of the Code, gain realized 
by Guild attributable to his exchange of his option or contract 
rights would be capital in nature Turzillo v. C.I.R. , 346 F.2d 

884 (C.A.6), unless such result is precluded by Section 1234(d) 
(2) as cases such as Ran k v. United States , 345 F.2d 337 (C.A.5) 
and Donald H. Kunsman , 49 T.C. 62, if not otherwise distinguish- 
able, would appear, upon incomplete analysis, to indicate. 

In Rank and Kunsman the facts were that the tax¬ 
payer, in each case, was the holder of an unexercised statu¬ 
tory (i.e. restricted) stock option who exchanged his unexer¬ 
cised rights for cash, in the one case to enable his employer 
corporation to accomplish a transaction which was inhibited 

by the fact that taxpayer's option was outstanding, and in the 
other case upon the termination of employment. 

Crucial to the decisions against the taxpayer, in 
these cases was the fact, as recognized by the court in Rank , 

. (Page 340) that the allowance of capital gain treatment would 
have enabled the taxpayer to accomplish indirectly what the 
statute explicited prohibited: 
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"At the outset, it bears emphasis that had 
the stock been issued at this time and then sold — 
either to a third party or back to the corporation 
— the very same gains would clearly have been or¬ 
dinary income since the stock would not have been 
held the requisite six months to qualify as a statu¬ 
tory restricted stock option. In other words, extin¬ 
guishing for a consideration the option with its 
carefully built-in statutory restriction would, in 
practical effect, enable the parties to obtain the 
immediate income tax benefit free of the very con¬ 
ditions prescribed by Congress in this area of 
high controversy." 

And again at Page 345: 

"But it would be making the silk purse out of 
the sow's ear, if not performing the alchemist's 
feat, Duncan v . United States , 5 Cir., 1957, 247 F.2d 
345, 848, to tribute capital gain treatment to the 
proceeds received for the extinguishment of an op¬ 
tion where the fruits of such option then legally 
obtainable, if received and translated into the same 
cash at that very moment, would have been treated 
as ordinary income. Whatever deficiencies there 
might be in the express terminology of the statutory 
mechanism for privileged stock options, we are satis¬ 
fied that when these and the sections of the Code 
covering income and affording the preferred status 
of capital gain are matched together, no one could 
attribute to Congress any such incongruous result." 

Rank and Kunsman are, therefore, distinguishable 
upon several grounds. Neither of the taxpayers exercised 
their options and paid for or received his employer's stock. 
Guild, on the contrary, paid for and received the Logan stock 
in the manner contemplated by Sections 421 and 424 of the 
Code and the Stock Option Agreement. ^ 

Not having acquired the stock of his employer, 
neither Rank nor Kunsman sustained the investment risk of the 
holding period which the Congress built into the statutory 
scheme to justify the characterization of the statutory 




options as incentive devices. Senate Report No. 2375 , 81st 
Congress, 2nd Session (1950), 2 U.S. Code Congressional Serv¬ 
ice, Page 3115; neither does it appear in either of the cases 
that the optionee could not have exercised his option had he 
been prepared to make the investment required to purchase the 
optionor's stock. Guild, to the contrary, resorted to the 
only means available to him -- legal action -- to enforce his 
rights to acquire the Logan stock. 

The taxpayers in Rank and Y nsman asserted the ar¬ 
gument that the cash which they received from their respective 
employers constituted capital gain under Section 1234(a) of 
the Code. The court (originally in Rank , followed by Kunsman ) 
Kfeld that Section 1234(c)(2) (now Section 1234(d)(2)) made 
Section 1234 inapplicable "when gain is realized on the sur¬ 
render of compensatory stock options". Kunsman , supra , page 
71. 

When the legislative history of the restricted 
stock option, the requirements of the Code applicable thereto 
and Section 1234(d)(2) of the Code are all carefully considered, 
we can unhesitatingly subscribe to the conclusion of Rank and 
Kunsman when it is understood to be limited to the facts of 
those cases — the exchange of statutory option rights for 
cash. Vie can also subscribe to the view of the court in Rank 
that Section 1234(c)(2) [now Section 1234(d)(2)) expressed the 
purpose of the Senate Committee to exclude "employee compensatory 
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stock options" from the operation of Section 1234(a). How¬ 
ever, the committee could not have had statutory options in 
contemplation when it amended Section 1234 by the Technical 
Amendments Act of 1958, P.L. 85-866, 553, 72 Stat. 1606 for 
the legislative history of the restricted stock option pro¬ 
visions establishes irrefutably that Congress did not con¬ 
sider the restricted stock option to be a compensatory device: 

. .The options which qualify for special treat¬ 
ment (i.e. restricted stock options, our note) are regarded 
as incentive devices rather than compensation. . ." (Senate 
Report 2375, supra , p. 3115). 

This view derives support from the fact that the 
restricted stock option is also non-transferable otherwise 
than by will or the laws of descent and distribution (Section 
424(b)(2)), and it is hardly to be supposed that Congress was 
taking the trouble to amend Section 1234 to reinforce the 
denial of capital gain treatment in the event of transfer when 
such denial was already explicit in the restricted stock option 
provisions. See, in that connection, Re'anue Ruling 73-146, 
I.R.B. 1973-13,5, as follows: 

"Section 422(b)(6) of the Code provides that 
a qualified stock option by its terms must not be 
transferable by the optionee otherwise than by will 
or by the laws of descent a: 1 distribution. Since 
the options in this case were in effect transferred 
by the optionees prior to exercise, otherwise than 
by the laws of descent and distribution, the rules 
of Section 421 of the Code, which operate only under 
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the exercise of a qualified stock option, were in¬ 
applicable to the transfer (cancellation) of the 
options back to M." 

Undoubtedly, what the Congress had in mind was to 
prevent the conversion of ordinary income under Smith and 
Lo Bue options ( Commissioner v. Smith , 1945, 324 U.S. 177; 
Commissioner v. Lo Bue , 1955, 351 U.S. 243) into capital gains 
through the medium of an assignment of the contract right. 

In this view of Section 1234 (d) (2) the Court in Rank and 
Kunsman were correct in their decisions since the statutory 
options in those cases lost their character as such and be¬ 
came Smith-LoBue options upon their transfer or assignment 
frr cash. 

We do not contend that under all circumstances Sec¬ 
tion 1234 (a) is applicable to an exchax,ge of an optionee's 
rights under a statutory option contract for the optioner's 
stock and that such an exchange produces capital gain treat¬ 
ment. We do, however, contend that under the circumstances 

\ 

this case in which the option right was exchanged for the 
stock which was subject to the option, the operation of Sec¬ 
tion 1234(a) is not precluded by Section 1234(d)(2). 
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III. 


* 


EVEN IF THE TRANSFER OF THE LOGAN STOCK TO 
GUILD WAS NOT IN PURSUANCE OF HIS FXERCISE 
OF A STATUTORY OPTION, SUCH TRANSFER WAS 
NOT A TAXABLE EVENT, AND NO INCOME WAS DE¬ 
RIVED BY GUILD AS A CONSEQUENCE OF SUCH 
TRANSFER. 


In the Tax Court the Commissioner of Internal 
Revenue (and Logan) took the position in their post-trial 
briefs that the language of the Settlement Agreement ("We 
do hereby recognize your right to 6500 shares of our stock 
upon the terms and conditions of the option") merely indi¬ 
cated that the Logan stock which Guild was acquiring w.s 
subject to the investment restrictions imposed by the Stock 
Option Agreement. Inasmuch as the Tax Court gave no effect 
to Guild's contention that the Settlement Agreement consti¬ 
tuted an admission by Logan of Guild's timely exercise of 
his statutory option, it necessarily concluded that the 
Settlement Agreement incorporated by reference the Federal 
securities law restrictions on transferability contained in 
the underlying Stock Option Agreement. If then the Logan 
stock which Guild received was subject to restrictions upon 
sale and such restrictions had a significant effect upon its 
value, no income was realized by Giaild when the stock was 
transferred to him because of the application of Regulation 
1.421-6. 
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We ca.i not improve upon the Commissioner's state¬ 
ment of the position as set forth in the Internal Revenue 
Manual (and first published after the opinion in this case 
had been announced), Internal Revenue Manual, Prime Issue 
No. 0421.01-01; Commerce Clearing House Internal Revenue 

Manual, page 1473-6, and therefore set forth its relevant 
portions. 


8 If the option does not have a "readily 
ascertainable market value" at grant, the appro¬ 
priate time for realizing ordinary income and the 
amount thereof are detailed in Regs. 1.421-6(d) 
Under Regs. 1.421-6 (d) (1) ordinary income will be 
realized after the option is exercised and when an 
unconditional right" to receive the property sub- 
Dec t to tne option is acquired. And the amount 
realized is the excess of the fair market value of 
the property at such time over the amount payable 

• ?*'°P e f: If/ however, at the time such 
^ uncondit ional right 11 is acquirer), the property is 


effect on value ordina r y income will not be re ai- 
until the time suc h restriction la pses or tho 
E£gperty is sold or exchanged, ~TrT an arn^s length" 
transaction, whichever event occurs earlier. And 
tne amount of ordinary income realized will be the 
lesser of the difference between the amount paid 
for the property and the fair market value of the 

(J ete rminea without regard to the restric¬ 
tion) at the time of its acquisition or the differ¬ 
ence between the amount paid for the property and 
eitner the fair market value of the property at the 
time the restriction lapses or the consideration re- 
ceived upon the sale or exchange, whichever is ap-’ 
plicable. (Where underscored, emphasis added.) 

„ ??? ?Lw?, principal lssues rising under 

? and als ° under Regs. 1.421-6 
( c )(3)(i)(c) is whether the option or property 
subject to any restriction having a significant 
effect upon the value of the options or the property 

2: l S d £SSS5iS? h restrictions ' lnd most “ 
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dt • • 

Id • • • 

c Under the terms of the option, the option¬ 
or the property subject to the option is subject co 
the restrictions imposed by Federal securities laws; 

Ira Hirsch, supra, <5 I.T.C. 121 (1968)] or state 
securities law; brief position in Estate of Ralph 
B. Campbell, 56 T.C. 1 (1971). 

10 With respect to restrictions imposed by the 
Federal securities law, the Service agrees with Ira 
Hirsch that such restriction, if the particular and 
detailed facts so demonstrate, could constitute re¬ 
strictions having a significant effect on value. 
Accordingly, the opinion of the Court of Appeals for 
the Seventh Circuit in Frank v. Commissioner, 447 
F.2d 552, 27 AFTR 2d 71-1574 (75h Cir. 1971), is in 
error to the extent it holds that restrictions im¬ 
posed by the Federal securities lavs could never, 
as a matter of law, constitute restrictions having 
a significant effect on value. As to when such re¬ 
strictions would lapse, see the Auction on Decision 
in Ira Hirsch, supra, dated July 1, 1970." 

While Regulation 1.421-6 speaks of options, the 
Regulation is equally applicable to the transfer of the Logan 
stock to Guild since Regulation 1.61-2(d)(5) specifies that 
when property is transferred to an employee as compensation 
for services and the property so transferred is subject to a 
restriction which has a significant effect on its value, the 
rules of paragraph (d) (2) of Regulation 1.421-6 shall be ap¬ 
plied in determining the time (and amount) of compensation to 
be included in the gross income of the employee. Regulation 
1 ,421-6 (d) (2) provides that in a case in which such property 
is received by a person, the employee realizes compensation 
when the restriction lapses. 
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Clearly, such is the rule which should apply in 
this case if it be determined that Guild did not exercise 
a statutory option, for it is clear as a matter of law that 
investment representations which impose restrictions on 
transferability which are designed to prevent violations of 
the federal securities laws have a significant effect on 
value. Jack I. Levant , 45 T.C. 175; and see Amerada H ess 
Corporation v. Commissioner of Internal Revenue , 497 F.2d 
862 (C.A.3), (1975). 

Such being the case, the Tax Court erred as a mat¬ 
ter of law in holding that income was realized by Guild on .. 
the transfer of the Logan stock to him. 

As heretofore noted, the position of the Internal 
Revenue Service on this issue was first announced after the 
publication of the Tax Court's decision in this case. Also, 
the Commissioner and Logan first raised in their post-trial 
briefs the argument that the Settlement Agreement did no more 
than to impose the transfer restrictions on the Logan stock. 
Appellants thereupon sought to raise the issue before the 
Tax Court by their motion for reconsideration and on the 
Rule 155 computation of the deficiency. Their efforts in 
both instances were unavailing. Under the circumstances, if 
this Court finds that it cannot reverse the Tax Court and 
find for the appellants, the case should be remanded to the 
Tax Court for further proceedings on this issue. 
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Conclusion 

This Court should hold that Guild exercised a 
statutory option and that no income was realized by him on 
such exercise; that if it be held that Guild exchanged his 
statutory option rights for Logan stock, such exchange was 
in the nature of a capital transaction rather than in a trans¬ 
action giving use to ordinary income consequences; and, fi* 
nally, that if the settlement between Guild and Logan was 
of a controversy related to his employment contract, the 
Logan stock was subject to restrictions having a significant 
effect on value which operated to preclude the event of 
transfer from being a taxable event. 

RESPECTFULLY SUBMITTED, 

BRAUNER, BARON, ROSENZWEIG & 

KLIGLER 

Attorneys for Appellants 


Elias Rosenzweig 
Attorney 
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STOCK OPTIONS • RESTRICTED STOCK 

Ml 26763 GENERAL RULES 

-Sec. 421 [1954 Code], (a) Effect or Qualifying Transfix.— If a share of 
stock is transferred to an individual in a transfer in respect of which the require¬ 
ments of section 422(a), 423(a), or 424(a) are' met— 

(1) except as provided in section 422(c)(1), no income shall result at 
the time of the transfer of such share to the individual upon his exercise of 
the option with respect to such share; 

(2) no deduction under section 162 (relating to trade or business ex- 
' penses) shall be allowable at any time to the employer corporation, a parent 

or subsidiary corporation of such corporation, or a corporation issuing or 
assuming a stock option in a transaction to which section 425(a) applies, 
with respect to the share so transferred; and ,.i - ■ ■■ 

(3) no amount other than the price paid under the option shall be con¬ 
sidered as received by any of such corporations for the share so transferred. 

(b) Ettect of Disqualifying Disposition.— If the transfer of a share of stock 
to an individual pursuant to his exercise of an option would otherwise meet the 
requirements of section 422(a), 423(a), or 424(a) except that there is a failure to 
meet any of the holding period requirements of section 422(a)(1), 423(a)(1), or 
424(a)(1), then any increase in the income of such individual or deduction from 
the income of his employer corporation for the taxable year in which such exer¬ 
cise occurred attributable to such disposition, shall be treated as an increase in 
income or a deduction from income in the taxable year of such individual or of 
such employer corporation in which such disposition occurred. 

(c) Exercise by Estate.— ‘ .• 

(1) In general. —If an option to which this part applies is exercised after 

the death of the employee by the estate of the decedent or by a person who 
acquired the right to exercise such option by bequest or inheritance or by 
reason of the death of the decedent, the provisions of subsection (a) shall 
apply to the rime extent as if the option had been exercised by the decedent, 
except that— ... ;• 

(A) the holding period and employment requirements of sections 

422(a), 423(a), and 424(a) shall not apply, and . 

(B) any transfer by the estate of stock acquired shall be considered 
a disposition of such stock for purposes of sections 423(c) and 424(c)(1). 

(2) Deduction for estate tax. —If an amount is required to be included 

under section 422(c)(1), 423(c), or 424(c)(1) in gross income of the estate 
of the deceased employee or of a person described in paragraph (1), there 
shall be allowed to the estate or such person a deduction with respect to the 
estate tax attributable to the inclusion in the taxable estate of the deceased 
employee of the net value for estate tax purposes of the option. For this 
purpose, the deduction shall be determined under section 691(c) as if the 
option acquired from the deceased employee were an item of gross income in 
respect of the decedent under section 691 and as if the amount includible in 
gross income under section 422(c)(1), 423(c), or 424(c)(1) were an amount 
included in gross income under section 691 in respect of such item of gross 
income. ... - . 

(3) Basis of shares acquired.— In the case of a share of stock acquired 
by the exercise of an option to which paragraph (1) applies— 

(A) the basis of such share shall include so much of the basis of 
the option as is attributable to such share; except that the basis of such 
share shall be reduced by the excess (if any) of (i) the amount which 
would have been includible in gross income under section 422(c)(1), 
423(c), or 424(c)(1) if the employee had exercised the option on the 
date of his death and had held the share acquired pursuant to such 

753 CCH—Standard Federal Tax Reports Cod* § 421 2S76 
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[fl2676]—Continued. 

•. • j ‘ • : *•' • 

exercise at the time of his death, over (ii) the amount which is includible 
in gross income under such lection; and 

. ,. .. ( (B) the last sentence of sections 422(c)(1), 423(c), and 424(c)(1) 

''' 1 ‘ . shall apply only to the extent that the amount includible in gross income 

' under such sections exceeds so much of the basis of the option as is 

attributable to such share • • \ ... . 


J 
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' RESTRICTED STOCK OPTIONS 


Sec- 424 [1954 Code). (a) In General— Section 421(a) shall apply with 
■ ...respect to the transfer of a share of stock to an individual pursuant to his exercise 
-after 1949 of a restricted stock option, if— _ “ . ' .• 

•; v '- : "(1) no disposition of such share is-made by him within 2 years from the 

f , ' J ' J , date of the granting of the option nor within 6 months after the transfer 

* of such share to him, and , | . >, ir >•.»; r\:: 

: ; - ( 2 ):at the time he exercises such option— *■ m 1” ‘ ‘ 

« - ’ ’w • (A) he is an employee of either the corporation granting such option, 

.* s ,.i —a parent or subsidiary corporation of such corporation, or a corporation 

«• or a parent or subsidiary corporation of such corporation issuing or 

assuming a stock option in a transaction to which section 425(a) applies, or 
(B) he ceased to be an employee of such corporations within the 
r or. ■’ fv.lrr 3-month period preceding the time of exercise. • • • 

6 Restricted Stock Option.—F or purposes of this part, the term "restricted 

1 ‘ ! stock option” means an option granted after February 26, 1945, and before 
r c •’ January 1. 1964 (or, if it meets the requirements of subsection (c)(3), an option 
", granted after December 31, 1963), to an individual, for any reason connected 
•S ' with his employment by a corporation, if granted by the employer corporation 
or its. parent or subsidiary corporation, to purchase stock of any of such corpora- 

_ tions, but only if—■ . . V. ' ,r. 

w»' : ~ (1) at the time such option is granted— * — •»> 

p .vo.’- '-T"r’’.: (A) the option price is at least 85 percent of the fair market Value at 

♦ n r/ /. o.i'rV such time of the slock subject to the option, or . . . . • 

-i h- i-.sq ri;*•••• • (B) in the case of a variable price option, the option price (computed 
•' '*• "s$ jf the option had been exercised when granted) is at least 85 percent 

r ‘ j of the fair market value of the stock at the time such option is granted; 
(2) such option by its terms is not transferable by such individual other- 
-■ IV./ •• '[v/ist than by will or the laws of descent and distribution, and is exercisable, 

" -| during his lifetime, only by him; - : -• 

• Ta V i- (3) such individual, at the time the option is granted, does not own stock 

i. a sr»•• -s possessing more than 10 percent of the total combined voting power of all 
: »:•.• s!:’ classes of stock of the employer corporation or of its parent or subsidiary 

corporation. This paragraph shall not apply if at the time such option is 
granted the option price is at least 110 percent of the fair market value of the 
: stock subject to the option, and such option either by its terms is not exer- 

>• n • cisable after the expiration of 5 years from the date such option is granted or 
'o -• is exercised within one year after August 16, 1954. For purposes of this 

• . it; 'paragraph, the provisions of section 42^(d) shall apply in determining the 

’ stock ownership of an individual; and . . , . . 

5 2691.45 Co do § 424 © 1974 Commerce Clearing House, Inc, 
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(4) such option by its terms is not exercisable after the expiration of 10 
years from the date such option is granted,' if such option has been granted on 
or after June 22, 1954. : 

(c)’S pecial Rous.— 

(1) Options under which option price is between 85 percent and 95 
percent of value of stock.— If no disposition of a share of stock acquired by 
an individual on his exercise after 1949 of a restricted stock option is made by 
him within 2 years from the date of the granting of the option nor within 6 
months after the transfer of such share to him, but, at the time the restricted 
stock option was granted, the option price (computed under subsection 
(b)(1)) was less than 95 percent of the fair market value at such time of such 
share, then, in the event of any disposition of such share by him, or in the 
event of his death (whenever occurring) while owning such share, there shall 
be included as compensation (and not as gain upon the sale or exchange of a 
capital asset) in his gross income, for the taxable year in which falls the date of 
such disposition or for the taxable year closing with his death, whichever applies— 

' ■ ■ ‘ (A) in the case of a share of stock acquired under an option qualify* 

ing under subsection (b)(1)(A), an amount equal to the amount (if any) 
by which the option price is exceeded by the lesser of— 

... -... (i) the fair market value of the share at the time of such disposi* 

■ ,.. tion or death, or . • , . ,: • ._< rri .M ." •>- 

(ii) the fair market value of the share at the time the option was 
granted; or • ' 

(B) in the case of stock acquired under an option qualifying under 
,, subsection (b)(1)(B), an amount equal to the lesser of— - 

■a (i) the excess of the fair market value of the share at the time 

of such disposition or death over the price paid under the option, Of 


(ii) the excess of the fair market value of the share at the time 
, the option was granted over the option price (computed as if the 
option had been exercised at such time). '• v. - •-<. ‘ 

In the case of a disposition of such share by the individual, the basis of the 
share in his hands at the time of such disposition shall be increased by an 
.. . amount equal to the amount so includible in his gross income. 

(2) Variable price option.— For purposes of subsection (b)(1), the term 
"variable price option” means an option under which the purchase price of the 
stock is fixed or determinable under a formula in which the only variable is 
the fair market value of the stock at any time during a period of 6 months 
which includes the time the option is exercised; e**cept that in the case of 
options granted after September 30, 195S, such term does cot include any 
such option in which such formula provides for determining such price by 
reference to the fair market value of the stock at any time before the option 
is exercised if such value may be greater than the average fair market value 
of the stock during the calendar month in which the option is exercised. 

(3) Certain options granted after December 31, 1963.—For purposes of 
subsection (b), an option granted after December 31, 1963, meets the require¬ 
ments of this paragraph if granted pursuant to— 

i. •, # .; -•<!#. ,• , * K 

(A) a binding written contract entered into before January 1, 1964, or 

(B) a written plan adopted and approved before January 1, 1964, which 

• (as of January 1, 1964, and as of the date of the granting of the option)— 

‘ . 1 ' - (i) met the requirements of paragraphs (4) and (5) of section 

423(b), or 

(ii) was being administered in a way which did not discriminate 
in favor of officers, persons whose principal duties consist of super¬ 
vising the work of other employees, or highly compensated employees. 
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Set 42S [1954 Code], (a) Corporate Reorganizations, Liquidations, Etc.— 
For purposes of this part, the term "issuing or assuming a stock option in a trans¬ 
action to which section 425(a) applies” means a substitution of a new option for 
the old option, or an assumption of the old option, by an employer corporation, 
or a parent or subsidiary of such corporation, by reason of a corporate merger, 
consolidation, acquisition of property or stock, separation, reorganization, or 
liquidation, if— . ...... ... . ... •• • ' -.y? 

, ■ ' 0) the excess of the aggregate fair market value of the shares subject 

.‘to the option immediately after the substitution or assumption over the 
aggregate option price of such shares is not more than the excess of the 
aggregate fair market value of all shares subject to the option immediately 
before such substitution or assumption over the aggregate option price of 
such shares, and .. .. ... ..... . •. 

(2) the new option or the assumption of the old option does not give 
-. . the employee additional benefits which he did not have under the old option. 

' ‘For purposes of this subsection, the parent-subsidiary relationship shall be deter- 
' mined -t the time of any such transaction under this subsection. 

(b) 'Acquisition or New Stock.—F or purposes of this part, if stock is 
**■ received by an individual in a distribution to which section 305, 354, 355, 356, or 
' r -1036 (or so much of section 1031 as relates to section 1036) applies, and such 
“ : distribution was made with respect to stock transferred to him upon his exercise 
‘ of the option, such stock shall be considered as having been transferred to him 
on his exercise of such option. A similar rule shall be applied in the case of a 
series of such distributions. 


: •' (c) Disposition.— *' ' " 

(1) In ceneral. —Except as provided in paragraph (2), for purposes of 
• this part, the term "disposition" includes a sale, exchange, gift, or a transfer 

of legal title, but does not include— • 

vi ■ (A) a transfer from a decedent to an estate or a transfer by bequest 

or inheritance; 

, : t . (B) an exchange to which section 354, 355, 356, or 1036 (or so 

much of section 1031 as relates to section 1036) applies; or f 

•• (C) a mere pledge or hypothecation. 

(2) Joint tenancy. —The acquisition of a share of stock in the name of 
the employee and another jointly with the right of survivorship or a sub¬ 
sequent transfer of a share of stock into such joint ownership shall not be 
deemed a disposition, but a termination of such joint tenancy (except to the 
extent such employee acquires owner, ip of »uch stock) shall be treated as 
a disposition by him occurring at the time suwi joint tenancy is terminated. 

(d) Attribution of Stock Ownership.— For purposes of this part, in applying 
the percentage limitations of sections 422(b)(7), 423(b)(3), and 424(b)(3) 

- • . (1) the individual with respect to whom such limitation is being deter¬ 

mined shall be considered as owning the stock owned, directly or indirectly, 
by or for his brothers and sisters (whether by the whole or half lood), 
spouse, ancestors, and lineal descendants; and 

(2) stock owned, directly or indirectly, by or for a corporation, part¬ 
nership, estate, or trust, shall be considered as being owned proportionately 
by or for its shareholders, partners, or beneficiaries. 
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(e) Pamkt Corporation.— For purpose* of this part, the term "parent 
corporation means any corporation (other than the employer corporation) in an 
unbroken chain of corporation* ending with the employer corporation if, at the 
time of the granting of the option, each of the corporations other than the em¬ 
ployer corporation owns stock possessing 50 percent 'Or more of the total corn- 

such chain"* of #,ock in one of the olher corporations in 

(f) Subsidiary Corporation— For purposes of this part, the term "subsidiary 
corporation means any corporation (other than the employer corporation) in 
an unbroken chain of corporations beginning with the employer corporation if, 
i th * tlme . t " e - 2 rant,n g of the option, each of the corporations other than the 

’ last corporation in the unbroken chain owns stock possessing 50 percent or 
• more of the total combined voting power of all classes of stock in one of the 
other corporations in such chain. ; . - 


- . (e) S«3At Rou tor Applying Subsections (e) and (f).-In applying sub- 

sections (t) and.(f) for purposes of section 422(a)(2), 423(a)(2), and 424(a)(2). 
there shall be substituted for the term “emplOj a corporation" wherever it appears 
m subsections (e) and (f) the term "grantor corporation”, or the teim "corpora¬ 
tion issuing or assuming a stock option in a transaction to which section 425(a) 
applies", as the case may be. - • - -- . 


(b) Modification, Extension, or Renewal op Option.— : 

(1) In general. —For purposes of this part, if the terms of any option 

. _■ to P 11 ™** 6 stock are modified, ext .ided, or renewed, such modificition, 

extension, or renewal shall be considered as the granting of a new option. 

(2) Special rules for sections 423 and 424 options.— 

r ... (A) 1° e**® of the transfer of stock pursuant to the exercise of 

an option to which section 423 or 424 applies and which has been so 
’bed, extended, or renewed, then, except as provided in subparagraph 
(B), the fair market value of such stock at the time of the granting of 
such option shall be considered as whichever of the following is the 
highest: 

. , 0) 1116 fair market value of such stock on the date of the orig¬ 

inal granting of the option, 

*he fair market value of such stock on the date of the 
making of such modification, extension, or renewal, or 


(iii) the fair market value of such stock at the time of the mak¬ 
ing of any intervening modification, extension, or renewal 

(B) Subparagraph (A) shall not apply with respect to a modifica- 
f c,en ? ion - or renewal of a restricted stock option before January 1, 
1964 (or after December 31, 1962, if made pursuant to a binding written 
contract entered into before January 1, 1964). if the aggregate of the 
monthly average fair market values of the stock subject to the option 
lor the 12 consecutive calendar months before the date of the modifica¬ 
tion, extension, or renewal, divided by 12, is an amount less than 80 
percent of the fair market value of such stock on the date of the original 
.granting of the option or the date of the making of any intervening 
modification, extension, or renewal, whichever is the highest 

(3) Definition of modification.— The term "modification" means any 
change in the terms of the option which gives the employee additional benefits 
nnder the option, but such term shall not include a change in the terms of 
the option— 


(A) attributable to the issuance or assumption of an option under 
subsection (a); 

. .... ^ • *. • 

’ ^ (®) to permit the option to quhlify under sections 422 (b '6); 

423(b)(9), and 424(b)(2); or 
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(C) in the case of an option not immto tely exercisable in full, 
to accelerate the time at which the option may be c-> erased. 

If a restricted stock option is exercisable after the expiration of 10 years from 
the date such option is panted, subparagraph (B) shall not apply unless t 
terms of the option are also changed to make it not exercisable after the 

, expiration of such period. . . . . . •., ' > 

(i) Stock hold ca ArracvAU—For purposes of this part, if the giant of an 
. option is subject to approval by stockholders, the date of g of ** . opt, ° n 
shall be determined as if the option had not been subject to such approv . 

G) Caoss REFEBENCts-For provisions requiring the t reporting “*J 
with respect to a qualif.ed stock opt : on. options Brained under employer stock 
purchase plans, or a restricted stock otion, see section 6039. • 
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.(d) Compensrlion paid ether than in cash —(1) In general. If services are 
aid for other than in monev, the fair market value of the property or services 
aken in payment must be included in income. If the services were rendered 
,t a stipulated price, such price will be presumed to be the fair market value 
»f the compensation received in the absence of. evidence to the contrary, 
fowever, for special rules relating to certain options received as compensa- 
ion, see § 1.61-15 and section 421 and the regulations thereunder. 

(2) (i) Property transferred to employee or independent contractor. 
Lxcept as otherwise provided in section 421 and the regulations thereunder 
'relating to employee stock options) and § 1.61-15, if property is transferred 
vy an employer to an employee, or if property is transferred to an independent 
ontractor, as compensation for services for an amount less than its fair 
narket value, then regardless of whether the transfer is in the form of a sale 
w exchange, the difference between the amount paid for the property and 
he amount of its fair market value at the time of the transfer is compensation 
ind shall be included in the gross income of the employee or independent 
:ontractor. In computing the gain or loss from the subsequent sale of such 
woperty, its basis shall be the amount paid for the property increased by the 
irnount of such difference included in gross income. 

[ 643 Beg. § 1.61.2(b) © 1974, Commerce Clearing House, Inc. 
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life insurance-pteSium? vJd'h^T ? Bfe of the «***«. Generally, 
where the proceed™ or s u?h in^ y r a ^/o mplCyer u? n the life of his employee 
employee are part of the • CC are P^ a ^ e to the beneficiary of such 

»™»nt indudi&ei„e m !tov J n “”' ? f ,he Howiyer. X 

to the provisions of section 403 J a nd%H ° SS in , co ? ne ,s determined with regard 

an individual contract issued 0 ifter d Dece r Xr a 3? nS 1962 reUnder “ the Case of 
which provides inddentii i;r» ;_-‘-•'ccemDer 31, 1962, or a group contract. 

reouirements of section 401 (g) andU^l SXK&S f nd which satisfies the 
of annuity contracts For the cn , •“,! , y > r *‘ a t>ng to the nontransferability 

employee’s gro 7 income o an ™ les r ? ,atin K t0 th ' includibility in an 
insurance ofS,e ^pKyeel life as defi^’ 1 ’° ,h ' “i Poup-teL ag 
which is carried directly or indirectly^ hU I” ^ arapaptl <b) !>> ° [ § 1-79-1 
regulations thereunder For specialrules reii? P ‘oyer, see section 79 and the 
buttons by an employer t Q accident ul a *i t0 t ? e exclus >on of contri- 

section 1<&and the're^latio„“i h reL„der PUnS for ' mpl ‘>7« s ' *" 

children of on empLf“ cLfZnV'Te KU */« »/ *P°asc or 
(d)(2) of § 1.79-3) A Jrouo-te^ V- 6 C ° St (determined under paragraph 
children of an employefpaid bTthe f ernn^ ran - CC ° n , the “?« of the spouse or 
income of the employee. However such co^t * em P ,0 y er ? s P art of the gross 
m the employee’s gross income If’it \ not required to be included 

be considered incidental if the « mount oTsnrfc . incidental> Su fh cost shall 
death of a spouse or of a child does not exceed $2,(XX) SUranCe P 3 ^ 1 '. 11 ? 011 the 

which Tkevalne of living q „ar.,rs or meals 

unless they are furnished for the conW^ “f? constlt utes gross income 
conditions specified in section 119 anrf ti ” ° f i ern P lo y er and meet the 
treatment of rental value o parsonages £'!° nS For the 

see section 107 and the regulations tw. a U } a,I ? wance P a «d to ministers, 
subsistence allowances received hv * h * reunder >' {or . the treatment of statutory 
thereunder. received by police, see section 120 and the regulation^ 

Except contractor. 

(relating to employe? sSS opL ns ) andTl ll Is'Vf r^ latio "? Sunder 
its own stock to an employee or indenendent,. 1 ♦ f * a cor P orat,on transfers 
services, the fair market value of the a t °^ n ctoT a Vcompensation for 
included in the gross income of the oml the of transfer shall be 
Notes or other evidences of indebiedne« P ^ °J . ,nde P end ent contractor, 
constitute income in the amount of their fair'^' w 1 " Payment for services 
transfer. A taxpayer recehdng™ rket value at the time of the 
its face value at maturity but 8 ™* F° m P ensatl0n a note regarded as good for 
the time of recdS £ X£n»nt ^ i* ,nterest ' sha11 treat as in “me as of 
As paymenfs Irerereivtd o^s?cS a nm. U '.n° mP 'i",f « »>' Polling rare! 

other Notwithstanding any 

7wl CCH-SUndard Federal Tax Report. »•«,. § l. B l-2(d) fl 643 
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Caution: Reg. § 1.61-2(d)(S) does not consider new Code Sec. 83 added 
, - . by the Tax Reform Act of 1969. P. L. 91-172. See fi 899X.0l.Ur~m: •! 

643] —Continued - .*•'<. .• • ’ - v 

rules of paragraph (d) (2) of § 1.421-6 shall be applied in determining the 
time and the amount of compensation to be included In the gross income 
of the employee or independent contractor. For special rules relating to 
options to purchase stock or other property which are" issued as compensation 
for services, see § 1.61-15 and section 421 and the regulations thereunder. 
This subparagraph is applicable only to transfers after September 24, 1959. 
[Reg. § 1.61-2.] ... .. . ... ... .. _ .... 

X01 Historical Comment: Proposed 11/2/56. Adopted 11/25/57 by T. D. 6272. 
A .ended 9/24/59 by T. D. 6416. Amended 12/11/63 by T. D. 6696 to provide rules for 
the tax treatment of certain options. Amended 10/19/65 by T. D. 6856 to correct cross 
references. Amended 7/5/66 by T. D. 6888 to reflect Sec. 204 of P. L. 88-272. 
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• [fl 2676A] §1.421-1. Effective dates and meaning and use of certain 

ms—(a) Option. (1) For the purpose of section 421, the term “option” includes 
the right or privilege of an individual to purchase stock from a corporation by 
virtue of an offer of the corporation continuing for a stated period of time, whether 
>r not irrevocable, to sell such stock at a price determined under paragraph 
(d) of this section, such individual being under no obligation to purchase. 
Such right or privilege, when granted, must be evidenced in writing. The 
individual who has such right or privilege is referred to as the optionee and 
the corporation offering to sell stock under such an arrangement is referred 
to as the optionor. While no particular form of words is necessary, the 
written option should express, among other things, an offer to sell at the 
Dption price and the period of time during which the offer shall remain open. 

L: .,. (2) An option may be granted as part of or in conjunction with an 
(employee stock purchase plan or subscription contract. 

(3) An arrangement between a corporation and an employee may in¬ 
volve more than one option. For example, if a corporation on June 1, 1954, 
grants to an employee the right to purchase 1,000 shares of its stock on or 
after June 1, 1955, another 1,000 shares on or after June 1, 1956, and a further 
1,000 shares on or after June 1, 1957, all shares to be purchased before June 
1, 1958, provided the employee at the time of exercise of any of the purchase 
rights is employed by the corporation, such an arrangement will be construed 
as the grant to the employee on June 1, 1954, of three options, each for the 
purchase of 1,000 shares. Similarly, if a corporation grants to an employee 
on January 1, 1955, the right to purchase 1,000 shares of its stock at $85 per 
share during 1955, or at $75 per share during 1956, or at $65 per share during 
1957, such an arrangement will be construed as the grant to the employee 
on January 1, 1955, of three alternative options, one option for the purchase 
of 1,000 shares at $85 per share during 1955, an alternative option for the 
purchase of 1,000 shares at $75 per share during 1956, and a third alternative 
option for the purchase of 1,000 shares at $65 per share during 1957. 

(b) Time and date of granting of option. (1) For the purpose of section 
421, the words “the date of the granting of the option” and "the time such 
option is granted", and similar phrases refer to the date or time when the 
corporation completes the corporate action constituting an offer of stock for 
sale to an individual under the terms and conditions of a restricted stock 
option. Ordinarily, if the corporate action contemplates an immediate offer 

2676 A Reg. § 1.421-1 (a) © 1974, Commerce Clearing House, Inc. 
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“** to . ai \ individual or to a class including such individual, or 
a P art '? ular r d ate on which such offer is to be made, the time 
. f ., e granting of the option is the time or date of such corporate 
!£;'°“A th S £ ffcr 1S be made immediately, or the date contemplated as the 
m ? vfn?nfto? er ’ a < S the , ca !f may be - How ever, an unreasonable delay in the 
£t« i* ? f .? ud ? offe J t0 the individual or to the class will be taken 

‘ ° * a K f 1 S .indicating that the corporation contemplated that the offer 
was to be made at the subsequent date on which such notice is given. 

, j 2 > If corporation imposes conditions on the granting of an option 

cSdiSl?c g ^L Sh n d K fr0 ™ cond L tloni ! governing the exercise of the option), such 
auditions shall be given effect.in accordance with the intent of the corpo- 

™ ' I s C w i ded by sec , tion 421 (d)(5) for options subject 
bv approval. If , thc ^ ant of an option is subject to approval 

of grant of the option shaU be determined as if 
rK»v h ° n0t been su . b J ect t0 such approval. A condition which does 
eotemment^ 0 ^ 0 ” 41011 # aCt '° n ’ S V ch as the a PP rov al of some regulatory or 

f?r ®? mp ) 1 C ' a stock ^change or the Securities and 
of th? i Tu 1S ordin anly considered a condition upon the exercise 

not to b? ^,ntJr S Jf cor P° rate a ?tion clearly indicates that the option is 
to f d Untl1 ? uch cond »tion is satisfied. If an option is granted 

emolovee^f'tb^r Up °" J?* C condl .tion that such individual will become an 
?,f r h 0rp0 J at, °? anting the option or of its parent or subsidiary 

bec^m« “ch“?emproyee. ,S " 0t *“* ** ^ ind " id ^ 

not iSrJt n , ^ nCra i’ COn l itions imposed upon the exercise of an option will 
TuL P 1WU t T ak i ’ncffcctjve the granting of the option. For example, on 

ourchie 1 ?™ 1 A C ? I 2° ° n ^ ntS t0 X - an employee, an option to 
shares of the corporation stock, exercisable by X on or after 
June 1, 1955, provided he is employed by the corporation on Tune 1 1955 
Such an option is granted to X on June 1,1954. J ' 

„ ? to f k - c For th , e P u fP°se of section 421, the term "stock" means 
£?ed stSc k Th ai> t Cl * SS ' /"Ciuding voting or nonvoting common or pre- 
iS? c^ a t T Jl c ( term includes both treasury stock and stock of original 
nlov^cf ^? a *t S ° f Stoc K authonze d to be issued to and held byem- 

? ded such * S -° PC OI the ter L m “ Stock ” as used in section 421, pro- 

SS Such stock other w»se possesses.the rights and characteristics of capital 

nriJ^L^r F ? r the purpose of section 421, the term "option 

P ™* ° r P^ce Paid under the option ’ means the consideration in money or 

s3£S*&BZ$ZS£SZ £ the option ’ is ,be pri “ « 

, J 2 )(*) With respect to its option price, a restricted stock option 

must, when granted, meet either of the following requirements: 

*-■ ' . . (°) The option price must be fixed or determinable at the 

time the option is granted; or 

• (t) In the case of an option exercised during any taxable 

ii e i2K. ee W i? ich bagins after December 31, 1953, and ends after 
August 16, 1954 the option pnce must be determinable under a variable price 
option as defined in subdivision (ii) of this subparagraph. 

An option which does not meet the requirements of either (a) or ( b ) of this 
subdivision when granted will not be treated as a restricted stock option unless 
it is subsequently changed to meet such requirements. In case of such a 
change, see paragraph (c)(2) of § 1.421-4. ; . , . .. 

753 CCH—Standard Federal Ta* Reports Reg. S 1.421-1 (d) 2676A 
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(ii)(o) The term "variable price option” means an option under ( 
which the option price is determined by a formula in which the only variable 
is the fair market value of the stock at any time during a period of six con¬ 
secutive months which includes the day on which such option is exercised. 
Except as provided in (b) of this subdivision, such formula may provide for 
determining such price by reference to such value on any particular day in 
such 6-month period, or by reference to an average value of the stock over 
either the whole of such 6-month period or over a / shorter period included 
in such 6-month period. Such 6-month period may begin with, end with, or 1 
in any other manner span the day on which such option is exercised. Such 
formula may also depend upon factors other than such value of the stock, but 
such other factors must not be variable and must be fixed in the option when 
granted. For example, such formula may provide that the option price shall 
be 85 percent of the value of the stock on the day the option is exercised, 
but such price shall not be less than $85, nor more than $110. Another 
example of a formula which meets the requirements of this subdivision is a 
provision that the option price shall be 95 percent of the fair market value 
of the stock on the day the option is exercised but not more than $95. How¬ 
ever, the requirements of this subdivision are not met by a formula which 
provides that if the profits of the employer for the year do not exceed $100,000, 
the option price shall be $15 under the fair market value of the stock at the 
time the option is exercised, but if such profits exceed $100,000, the option 
price shall be $20 under such value of the stock. For an example of how to 
determine whether an option which contains a formula meeting the require¬ 
ments of this subdivision also meets the requirement that the option price 
must be at least 85 percent of the fair market value of the stock at the time / 
the option is granted, see paragraph (a)(1) of §1.421-2. 

• - (&) In the case of an option granted after September 30, 

1958, the term "variable price option” does not include any option in which 
the formula provides for determining the option price by reference to the 
fair market value of the stock at any time bcu £ the option is exercised if 
such value may be greater than the average fair market value of the stock 
during the calendar month in which the option is exercised. Whether an 
option meets the requirement of this subdivision shall be determined solely 
by reference to the terms of the option, and the circumstances existing at 
the time the option is granted or exercised are immaterial. Thus, an option, 
granted after December 30, 1958, and containing a pricing formula which 
takes into consideration the value of the stock at any time before the option 
is exercised, is subject to the new limitation and does not meet the require¬ 
ment of this subdivision, even though the option price is not actually based 
upon such prior fair market value either at the time the option is exercised 
or at the time the option price is computed as if it were exercised for the 
purpose of applying the 85 percent test of section 421 (d) (1) (A). For example, 
a formula which provides that the option price is to be 45 percent of the ( 

fair market value of the stock 30 days before the date on which the option is 
exercised, but not more than $85, will not qualify under this subdivision since 
under this formula the price may be determinable by reference to a higher 
prior value. On the other hand, a formula which provides that the option 
price is to be 90 percent of the average value of the stock during the month 
the option is exercised or the average value of the stock during the preceding 
month, whichever is lower, will qualify. In the case of an option granted ( 
September 30, 1958, the only way that a formula which provides for 
determining the option price by reference to the fair market value of the*'"' 
stock at a time before the option is exercised can come within the requirement 

T 2676A R»g. § 1.421-1 (d) © 1974, Commerce Clearing Hou*e,Inc. 
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of this subdivision is to provide that the option price is to be determined 
by reference to such fair market value only if such fair market value is not 
greater than the average fair market value of the stock during the month in 
which the option is exercised. If under the terms of an option the price is 
to be determined by reference to the fair market value of the stock at a time 
before the option is exercised, whether such value is higher or lower than the 
average fair market value of the stock during the month the option is exer¬ 
cised, such option will not be considered a restricted stock option since the 
option price may be based upon the prior value of the stock when such value 
exceeds the average fair market value of the stock during the month the 
option is exercised. However, if an option provides for determining the option 
price by reference to a prior fair market value of the stock only when such 
value is lower than such average value of the stock, such option can qualify 
as a restricted stock option. The average fair market value of the stock during 
the month in which the option is exercised means such value during the 
calendar month the. option is exercised and not merely during a 30- or 31-day 
period including the time the option is exercised. To compute the average 
fair, market value of the stock for the month, it will be necessary +o ascertain 
the fair market value of the stock for each day during the month, including 
those days which are not business days. In ascertaining the fair market value 
of the stock for each day, the generally accepted principles for ascertaining 
such value will be applied. ' V. ,.Y % 

(e) Exercise:. For the purpose of section 421, the term "exercise," when 
used in reference to an-option, means the act of acceptance by the optionee 
of -the offer to sell contained in the option. In general, the time of exercise 
is the time when there is a sale or a contract to sell between the corporation 
and the individual. An agreement or undertaking by the employee to make 
payments under a stock purchase plan does not constitute the exericse of an 
option so long as the payments made remain subject to withdrawal by the 
employee. ^ 1 '-*.a ; 

Vir (f) Transfer. For the purpose of section 421, the term "transfer,” when 
used in reference to the transfer to an individual of a share of stock pursuant 
to his exercise of a restricted stock option, means the transfer of ownership 
of such share,; or the transfer of substantially all the rights of ownership. 
Such. transfer must, within a reasonable time, be evidenced on the books of 
the corporation. .. .... .... 

(g) Effective dates. Sections 1.421-1 through 1.421-5 are applicable only 
ft options granted after February 26, 1945, and before January 1, 1964, and all 
references therein to sections of the Code are to the Internal Revenue Code 
of 1954, before the amendments made by section 221 of the Revenue Act of 
1964 (78 Stat. 63). Section 1.421-6 is applicable only to options granted on 
or after February 26, 1945, and all references to sections of the Code are to 
the Internal Revenue Code of 1954, as amended. Sections 1.421-7 and 1-421-8 
are applicable only to options granted after Dcct nber 31, 1963, and all 
references therein to sections of the Code are to the Internal Revenue Code 
of 1954, as’amendcd. [Reg. § 1.421-1.] 


A-14 






«» .. . 

0 2680] §1.421-6. Options to which section 421 does not apply.— 
(a) Scope of section. (1) If an employer or other person grants to an employee 
or other person for any reason connected with the employment of such em¬ 
ployee an option to purchase stock of the employer or other property, and 
if section 421 is not applicable, then this section shall apply. This section 
will apply, for example, when an option is not a qualified or restricted stock 
option at the time it is granted or an '•ption granted under an employee 
stock purchase plan* or when an option is modified so that it no longer 
qualifies as such an option, or when there is a disqualifying disposition of 
stock acquired by the exercise of such an option so that section 421 does 
not apply. When an option is granted for any reason connected with the 
employment of an employee, this section applies, if section 421 does not 
apply, irrespective of whether the option is granted by the employer, by a 
parent or subsidiary of the employer, by a stockholder of any of such corpo¬ 
rations, or by any other person, and irrespective of whether the option is 
granted to the employee, to a member of his family, or to any other person, 
and irrespective of whether the option is to purchase the stock of the em¬ 
ployer, the stock of the parent or subsidiary of the employer, the stock of 
any other corporation, or to purchase any other property. In addition, 
§ 1.61-15 makes the rules of this section applicable in determining the time 
when certain other options result in the realization of income and the amount 
of such income. ...... ..... - ... .. *. .... »v.i >••{ ♦* i 

i > (2) This section is applicable only to options granted on or after 
February 26,1945, except tl. 't this section is not applicable to— 

^ 2680 Re<J. § Z.421»S\tg) 1974, Commerce Clearing House, Inc. 
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September 25 * \transferred pursuant to an option exercised before 

• •*' f J hC P r °P crt y 1S transferred subject to a. restriction 

which has a significant effect on .its value, or 

September T 25 (, \ ) 95 P Q r0 nn7 y . traT?S ^ rred P urs f uant to an option granted before 
of P t he 959 ' exer 5 ,Sed on or after such date, if, under the terms 

exercise of the ^ T'™’ the P ro P ert y to b ' transferred upon 

effect*or its vaW Ln i'-f b u SUb,CCt t0 a restr *ction which has a significant 

restriction * d lf such P r °P"ty is actually transferred subject to such 

Fe°bruarv 26 To 4 ^ Pt -'° n ?T anted . befo f e September 25, 1959, and on or'after 

visions o l° n Z* ?^, enviSe deposed of before exercise, the pro- 

lsions of this section shall be fully applicable to such disposition. - . / , 

_vi_ t • ^ , If an °P tion to which this section applies has a readily ascertain- 
unde ThiTsi? va,ue When grai l ted - no am °unt^ includibleTn poss income 
such 0 Sion a *' om P«>sation by reason of the transfer of exercise bf 

the SUch value was-included in income for 

is allowab^as a res^H^f was granted, and any deduction which 

the taxabli vAr u H 8T‘ a . nt,n ? of such option is allowable only for 

a reInnv b a JrrtI;n a M. h, r h - he °, pt,on * s fc ranted - Thus, if an option having 
in t ! M b fa ' r - n,ar ^ Ct value to which this section applies was 

fTthe rime offh^f/^ 10r r Wh ‘ Ch &n assessm «nt of deficiency was barred 
at the time of the adoption of paragraph (c) of this section as a Treasury 

Densario^h am0Unt * s inaudible in gross income under this section as coi^ 

fhenfis°a t J ie or exercise of such option. However, if 

_'"l' a determination to which the rules of sections 1311-1314 apply, there 
may be an adjustment for the taxable year in which the option was granted. 

the £L M "n^ 9 J nd U ? e A° f C Z tai * ie , rmS - (1 > For thc Purpose of this section, 
nronlr^ frn pt includes the right or privilege of a person to purchase 

of^m? f uTu any person . b y Vlrtue of an offer continuing for a stated period 
’ Wh t th " or not irrevocable, to sell such property at a stated price! 
such person being under no obligation to purchase. P * 

V, ® A *, “ Md in f this section, the terms •‘employee”, "employment”. 
]o * r h ? ve reference to the legal and bona fide relationship of 
t£ P Imn 1 nv? d em ? lo y ee - , Fo . r rid « applicable to the determination whether 

«dw, «. «ctk» 3401(c) and .ha rep.- 

which 

lil. ? he ^.rm "employee” includes the person who provided 

i^cludcs the n^Jn S t \ ,n thC g ^ Ut °J the ° ption ’ the terrn "employer” 
Jided and»L P *! t0 , whom ' „°r f or whom, such consideration was pro¬ 
vided, and the term ..employment includes the providing of such consideration; 

to a S Where a stock option is. granted lo an underwriter prior 

Options mth oreadilr ascertainable fair market value, (i)'If there is 
SSiawl a , n .°P t,on , to which this section applies and which has a readily ascer- 
Si “S r<WT^ Ct value ^ etermirted in accordance with subparagraphs 
(2) and (6) of this paragraph) at the time the option is granted, the enfployce 
connection with whose employment such option is granted realises 
753 fXH—Standard Federal Tax Reports Reg. § 1.421 -6(c) f 2680 
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fSTm^rSf 0 , 11 f 1 SUCh time in an amount equal to the excess, if any, of such 
th£ » U f- ° V V any amount paid for the option. If an option to which 
« h, d °-' S n0 ’ 'TV «“*>> fair marlctt 'value 

Si* th P V on ,s & ranted > the time when the compensation is realized 
(3)0?«huTS„ 0t S “ th shall be de.er m i„ P e d SS 

that valu??. OPt l° nS Tf y havc a - valuc at the time the 7 are granted, 

traded on an ^MkrJk’J 1 r ? ad,1 y ascert a>nable unless the option is actively 

the fair an , option is not. actively traded on an established market, 

fair market value nf th° f ° pt, ° n u ls not readil y ascertainable unless the 
For f the pt, ?, n can be measured with reasonable accuracy. 

Shed Sret tVe^m* «?’ ,f *" T' 0 " is n0t acHvel y traded on an estab- 
value wHm lifted Ptl ?" d ?u S n0t have a read,| y ascertainable fair market 
conditioJs exS d * ' taxpayCr can show that a11 of th ' following 

- . (o) The option is freely transferable by the optionee ; 

optionee; ^ Th * ° pt '° n ’ S exercisab,e immediately, in full by the 

subiect to unv Vel?- T- hC ° pti ° n ?. r . the propert y subject'to the option is not 
to b e e cur t e°tS: y o e v S : r * C ,0n r cond,t ‘ on < other than a lien or other condition 

UDon the fa?r m P a r^ i ° f tbe . purcbase pnce ) which has a significant effect 
p n the fair market value of the option or such property; and 

asr^rtainaKi •' ^ 7* be ^ a *T market value of the option privilege is readily 

ascertainable in accordance with subdivision (ii) of this subparagraph. .7 

utable to th/oot,v^ C fa . ,r Tnarket , value ° f an option includes the value attrib- 
rShttnJuL a Pt? pn X lIe ^ e and may include the value attributable to the 
ootion Tf th. a ^' mmed,at « ba rgam purchase of the property subject to the 

ntt'wlM rfTSJES* k" o pt, °" pri «. which is less than the fair 
f • prop « rt y subject to the option at the time it is granted 
an immedute gam ma y be realized by exercising the option at the Urgain 

there uVright to'JEK?* 7 ’° ac( 5H ired - However, irrespective of whether 
Alt Sr property 


propel S5S K® 

no mere7v ff the fair mark « value of an op°ionTs 

ootifS nnW ? which may exist at a particular time between the 

includes*the value of tl S”* the • P M 0perty A subp ? ct to the option but also 
/ • °, f the ? pt,on p nvilege. Accordingly, for purposes of this 

the valu^o/tk ma ? Ct va ! u ?, of the option is not readily ascertamable unless 
In de?!^, f h °u !u n p f Ivlle f e °* n be measured with reasonable accuracy. 

able anTin S* Value of - t f e ° ption privi,e & e « readily ascertain- 

aSUviki d ?** rm,nm ff ** amount of such value when such value is readily 
ascertainable, it is necessary to consider— y 

can be ascertained^ Whether the value of the propert y subject to the option 
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(b) The probability of any ascertainable value of such prop¬ 
erty increasing or decreasing; and 

. . (0 The length of the period during which the option can 

be exercised. .... . 

(d) Options without a readily ascertainable fair market value. If there is 
granted an option to which this section applies, and if the option does not 
have a readily ascertainable fair market value at the time it is granted, the 
employee in .connection with whose employment the option is granted is 
considered to realize compensation includible in gross income under section 
61 at the time and in the amount determined in accordance with the following 
rules of this paragraph . ^ ^ ,, „ 

. . (1). Except as provided in subparagraph (2) of this paragraph, if 

the option is exercised, by the person to whom it was granted, the employee 
realizes compensation at the time an unconditional right to receive the prop¬ 
erty subject to the option is acquired by such person, and the amount of such 
^ compensation is the difference between the amount payable for the property 
and the fair market value of the property at the time an unconditional right 
to receive the property is acquired. An individual has an unconditional right 
to receive the property subject to the option when his right to receive such 
property is not subject to an y conditions, other than conditions that may 
be performed by him at any time. Thus, if an individual who has exercised 
an option has a right to make payment for the property at any time and to 
rcc f. ,ve ~ e P ro P er ty immediately after making such payment, such individual 
realizes compensation at the time he exercises the option. - However, if an 
individual who has exercised an option is prevented by the terms of the option 
contract from making payment immediately or from receiving an immediate 
transfer, of the property after making payment, such individual does not 
realize compensation zt the time he exercises the option. Such individual will 
hot realize compensation until he does acquire the right to make payment 
immediately and to receive an immediate transfer of the property. For pur¬ 
poses of this paragraph, an unconditional right to receive the property subject 
to the option shall not be considered to have been acquired before the date 
on which the option is exercised. 

/2) (i) If the option is exercised by the person to whom it was 
granted but, at the time an unconditional right to receive the property subject 
to the option is acquired by such person, such property is subject to a restric¬ 
tion which has. a significant effect on its value, the employee realizes compen- 
sation at the time such restriction lapses or at the time the property is sold 
or exchanged, in an arm’s length transaction, whichever occurs earlier, and the 

amount of such compensation is the lesser of— . 

(°) The difference between the amount paid for the property 
and the fair market value of the property (determined without regard to the 
restriction) at the time of-its acquisition, or 

(£>) The difference between the amount paid for the property 
and either its fair market value at the time the restriction lapses or the 
consideration received upon the sale or exchange, whichever is applicable. 

If the property is sold or exchanged in a transaction which is not at arm’s 
length before the time the employee realizes compensation in accordance with 
this subdivision, any amount of gain which the employee realizes as a result 
of such sale or exchange is includible in jtoss income at the time of such sale 
or exchange, but the amount includible in gross income under this subdivision 
at the time of the expiration of the restriction or the sale or exchange at 
arm s length shall be reduced by the amount of gain includible in gross income 
as a result of the sale or exchange not at arm’s length. 
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(i*0 The provisions of subdivision (i) of this 
be illustrated by the following examples: 


i 

i 


1 


subparagraph may ( 


, Example (1). On November 1, 1959, X Corporation grants 
t0 i^ an em P‘°y e «. an option to purchase 100 shares of X Corporation stock 
at $10 per share. Under the terms of the option, E willbe subject to a binding 
commitment to resell the stock to X Corporation at the price he paid for it 
in the event that his employment terminates within 2 years after he acquires 
the stock, for any reason except his death. Evidence of this commitment will i 
be stamped on the face of E’s stock certificate. E exercises the option and 
acquires the stock at a^ time when the stock, determined without regard to 
the restriction, has a fair market value ot $18 per share. Two years after he 
acquires the stock, at which time the stock has a fair market value of $30 
per share, E is still employed by X Corporation. E realizes compensation upon 
. '*^3 >ll 2? 0, LPL t * ie 2-year restriction and the amount of the compensation 
is The $800 represents the difference between the amount paid for the 
stock ($1,000) and the fair market value of the stock (determined without 
regard to the restriction) at the time of its acquisition ($1,800;, since such 
value is less than the fair market value of the stock at the time the restriction 
lapsed ($3,000). - ,■ 7 ....... 

, Example (2). Assume, in example (1), that E dies one year 

after he acquires the stock, at which time the stock has a fair market value of 
$Z5 per share. Since the restriction lapses upon E’s death, he realizes com¬ 
pensation of $800 ($1,800 less $1,000) and this amount is includible in E’s 
gross income for the taxable year closing with his death. ' ' ■ ■ - 

i-. Example (3). Assume that, pursuant to the exercise of an , 
option not having a readily ascertainable fair market value to which this 
section applies, an employee acquires stock subject to the sole condition that, 
if he desires to dispose of such stock during the period of his employment, 
he is obligated to offer to sell .he stock to his employer at its fair market value 
time of such sale. Since this condition is not a restriction which has a 
significant effect on value, the employee realizes compensation upon acquisi¬ 
tion of the stock. . • • - 


* • . ■ • Example (4). Assume, in example (3), that the employee is 

obligated to offer to sell the stock to his employer at its book value rather 
*u- n t. a V** S m , ar ket value. Since this condition amounts to a restriction 
which has a significant effect on value, the employee does not realize com¬ 
pensation upon acquisition of the stock, but he does realize such compensation 
upon the lapse of the restriction, such as, for example, his death or the termina¬ 
tion of his employment. t .. . 

j ^ t ^ e option is not exercised by the person to whom it was 
granted, but is transferred in an arm’s length transaction, the employee realizes 
compensation in ..ie amount of the gain resulting from such transfer of the , 
option, and such compensation is includible in his gross income in accordance 
with his method of accounting. ... ... • .... 

m <• (4) If the option is not exercised by the person to whom it was 

gp-anted, but is transferred in a transaction which is not at arm’s length, 
the employee realizes compensation in the amount of the gain resulting from 
such transfer of the option, and such compensation is includible in his gross 
income in accordance with his method of accounting. Moreover, the employee ( 
realizes addit onal compensation at the time and in the amount determined 
under subparagraph (1), (2), or (3) of this paragraph, except that the amount 
of compensation determined under subparagraph (1), (2), or (3) of this para- 
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graph shall be reduced fly any amount previously includible in gross income 
a r esult of such transter of the option. For example, if in 1960 an employee 
is granted an option not having a readily ascertainable fair market value to buy 
a share of sjock for $50 at a time when the stock has a fair market of $100, 
and later in 1960 the employee transfers, in a transaction not at arm’s length. 
• IO xr *° wife ^ or the employee realizes compensation of $10 
in I960 If in 1961 the wife exercises the option at a time when the stock has 
* r T? 1 ,r . ma i r * cct value of $120, the employee realizes additional compensation in 
1961 in the amount of $60 (the $70 bargain spread less the $10 taxed as com- 
pensation in 1960). For the purpose of this subparagraph, if a person other 
than the employee dies holding an unexercised option at .a time when the 
employee is still living, the transfer which results by reason of the death of 
such person is a transfer in a transaction which is not at arm’s length. - 

. : (5) If there is granted an option to which this section applies, and 

the employee dies before realizing the compensation in accordance with the 
rules of this paragraph, income having the character of compensation is real¬ 
ized at the time and in the amount determined under this paragraph by the 
person who transfers or exercises the option, or the person who receives the 
property subject to a restriction which has a significant effect on its value. 
For example, this subparagraph is applicable: . ' - - 

' • i (j) When an option not having a readily ascertainable fair 

market value is granted to an employee, and he dies before transferring or 

exercising the option. ' *' " ... 

(**) When an option not having a readily ascertainable fair 
market value is granted to the employee, and he dies after the transfer of the 
option in a transaction which is not at arm’s length, but before the option 
is exercised, or •* 

• , (iii) When an option not having a readily ascertainable fair 
ma j’? cet value is granted to anther person, and the employee dies before 
realizing all of the compensation which would result from any transfer or 
exercise of the option. If the option is one which was granted to the employee 
and he dies before transferring or exercising the option, the option shall be 
considered a right to receive income in respect of a decedent to which the 
rules of section 691 apply. In any such case, if the option is transferred, 
section 691 provides thrt the amount received for such transfer or the fair 
market value of the property transferred at the time of transfer, whichever 
is greater, is income realized at the time of such transfer. Moreover, if a 
transfer is subject to this rule, it will be treated as a transfer in an arm’s 
length transaction for the purpose of this paragraph. 

v - ■: (6) If an option to which this section applies is exercised in part 

and transferred in part, the rules of this paragraph shall be applied as if there 
were two options—one exercised and one transferred. 

• (7) Notwithstanding the other provisions of this paragraph, if this 
section is applicable because of a disqualifying disposition of stock acquired 
by the exercise of a qualified or restricted stock option, or acquired by the 
exercise of an option gianted under an employee stock purchase plan, the 
taxable year of the employee for which he is required to include in his gross 
income the compensation resulting from such option is determined 'under 
section 421(b) and paragraph (b) of § 1.421-8 (or, in the case of taxable years 

before January 1, 1964, under section 421(f) and paragraph (e) of 
5 1.421-5) and, in the case of a disqualifying disposition of a share of stock 
acquired by the exercise of a qualified stock option, the amount of such 
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[fl2680]—Continued..-; .... . . ....... , . 

S7pa “^h Sh (b) $ provided by'section 42(c)(4) , 

_ . (e) Basis. (1) If an option to which this section applies is exercise 

«o^"d°aha'i ”b,°" “ •“» P crson ' s ba„s P for thVpro l Lny Z 

inenm* d «f ^ b {"creased by any amount that is includible in the cross 
rangers 111' * mp T* under Paragraph (d) of this section. If such person 

basis such SaSsferVi-s hat'‘'Tll W , h ° S ' ^ sis is ,h ' same “ «* .^"sfsror's 
paragraph^ SSS?i * “* ■ 

a. dea'b so tha. its basis is de'.emJd 
mmed shall not be increased by reason of this paragraph ' 

[?) l ! an °P tion to which this section applies is transferred in a tran, 

ravmrht w? ..h. '. P [ OV,s, °" ot »>« Code which is applicable to such a 
“ d ' r r> “ PfM. or whrth "Teh 'amount Iw'c^ul KpSdta^cht 

b?,r «et?K 1 'a b „ t '' , ,Td 0 ' * disposition of stock acquired 

JerciseTf an ontion q ^! t H 0r " stncted stock °Ption. or acquired bv the 
exercise ot an option granted under an employee stock purchase nlan 

mT„ P edT„5e“““L y “ 2 r i (b) ^'’’^'pT^^t. ^ 
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State of New York 
City f New York 
County of New York 

k rv D * / > being duly sworn, deposes and 
^ /U tJ A Va h. rOc,#K«lC 

says, that he is over 18 years of age. That on the 3 *** day of 

A/ou£Zn 5<^"/£ t 197 vf" , ho served of 
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, in a U. S. Post Office at 90 Churc\ Street, New 
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7 " VJr ■£>' ►VU/ j Z-><< /’T" 13 • ; *-w // 
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